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are  the  sole  responsibility  of  the  authors,  and  have  not  been  subject  to 
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tion and  serious  consideration  of  the  Senate.  It  is  understood,  of  course, 
that  Members  will  have  an  opportunity  for  further  review  of  the 
detail  of  these  proposals  as  they  move  through  the  legislative  process. 

Dr.  Michael  W.  Klass  and  Dr.  Leonard  W.  Weiss  were  responsible 
for  preparation  of  this  volume.  Committee  staff  counsel  James  M. 
Graham  gave  substantial  assistance  in  preparing  the  volume  for  publi- 
cation. Helpful  contributions  were  made  by  members  of  the  study's 
advisory  panel,  who  gave  generously  of  their  time  and  provided  many 
important  insights. 

We  hope  that  the  enclosed  report  will  make  a  significant  contribu- 
tion to  a  better  understanding  of  the  problems  of  Federal  regulation, 
and  will  provide  a  basis  for  congressional  action  on  these  important 
matters  in  the  96th  Congress. 
Sincerely, 

Abe  Ribicoff. 
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OVERVIEW 

This  volume  considers  the  economic  foundations  for  Federal  regu- 
lation. Here  we  focus  on  the  economic  substance  of  regulation;  person- 
nel, procedural  and  organizational  matters  have  been  addressed  in 
other  volumes  of  the  committee's  Study  on  Federal  Regulation.1  This 
volume  describes  the  various  purposes,  and  the  advantages  and  disad- 
vantages, of  specific  kinds  of  regulation.  It  suggests  that  alternative 
kinds  of  regulation,  or  no  regulation  at  all,  might  be  better  in  some 
cases. 

Heightened  public  concern  about  the  impact  of  regulation  will 
bring  increased  demands  for  congressional  action  to  reform  regula- 
tion. Some  will  advocate  extension  and  tightening  of  regulations; 
others  are  likely  to  demand  relaxation  and  greater  reliance  on  "market 
forces."  Effective  response  to  these  challenges  requires  clear  congres- 
sional and  public  understanding  of  the  merits  and  failings  of  private 
market  operation,  the  relative  efficiency  of  present  and  alternative  reg- 
ulatory mechanisms,  and  problems  of  transition  to  new  regulatory 
regimes.  This  report  addresses  those  vital  needs. 

In  general,  the  report  finds  that  much  of  Federal  regulation  i>  justi- 
fied. In  certain  areas,  particularly  the  economic  regulatory  area,  we 
conclude  that  certain  modifications  would  be  desirable.  Such  modifi- 
cations may  be  indicated  by  changes  in  the  economic  environment,  by 
experience  gained  under  a  specific  regulatory  scheme,  or  by  an  absence 
of  valid  reasons  for  regulation  at  its  inception.  In  the  areas  of  health, 
safety,  and  environmental  regulation,  though,  strong  justification 
exists  for  continued  regulation ;  however,  certain  improvements  in  the 
effectiveness  of  some  of  the  regulations  may  be  achieved — chiefly  by 
adopting  in  some  cases  alternative  methods  of  Federal  intervention  to 
those  commonly  used  today. 

The  report  finds  that  decisions  when  and  how  to  regulate  all  too 
often  are  based  on  insufficient  analysis  and  consideration  of  alterna- 
tives. Simply  because  a  problem  exists  and,  in  theory  is  remedi- 
able, does  not  mean  that  regulation  or  other  government  intervention 
is  desirable.  Controls  should  only  be  undertaken  where  there  is  a 
clearly  identified  problem  that  cannot  otherwise  be  solved,  and  where 
the  anticipated  achievements  are  significant  and  not  vitiated  by  pro- 
jected adverse  consequences. 

In  the  context  of  economic  regulation,  there  is  a  strong  case  for 
private  decisions  in  free  markets.  When  markets  are  competitive  and 
participants  well  informed,  the  firms  that  sell  are  generally  forced 
to  produce  those  goods  for  which  consumers  are  willing  to  pay,  and 
to  do  so  at  minimum  cost  to  buyers.  Products  and  services  are  offered 
in  a  range  of  varieties  and  qualities,  as  determined  by  consumer  taster 
and  incomes,  and  by  costs  of  production.  Shortages  are  eliminated 
automatically  either  through  rationing  by  price  or  incentives  offered 

1  Vol.  1 — The  Regulatory  Appointments  Process  ;  vol.  II — Congressional  Oversight  of 
Regulatory  Agencies;  vol.  Ill — Public  Participation  in  Regulatory  Ajrency  Proceeding: 
vol.  IV — Delay  in  Regulatory  Process  ;  vol.  V — Regulatory  Organization. 
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to  expand  production  of  scarce  goods  and  services.  The  prospect  of 
profits  provides  a  strong  inducement  to  find  and  exploit  new  products 
and  techniques.  More  generally,  decisions  are  made  by  those  directly 
concerned,  and  by  those  with  specific  knowledge  of  the  situation.  The 
flexibility  of  the  market  system  and  its  adaptability  to  change  provides 
the  most  general  case  for  private  decision  in  free  markets. 

However,  in  certain  situations  the  market  economy  cannot  work 
satisfactorily,  or  ma}T  fail  to  achieve,  in  the  words  of  economists,  "effi- 
ciency. n  These  "market  failures"  may  arise  for  a  variety  of  reasons, 
including  monopoly,  costly  or  imperfect  producer  or  consumer  infor- 
mation, or  the  failure  of  costs  to  fall  on  those  who  produce  them. 
These  imbalances  may  take  a  number  of  forms :  monopoly  can  lead 
to  underproduction  of  particular  goods  and  services;  free  use  of  the 
environment  for  waste  disposal  can  lead  to  overuse  of  the  scarce 
resources;  and  poor  worker  information  on  safety  hazards  can  lead 
to  employment  under  dangerous  conditions.  There  is  then  a  potential 
role  for  government  action  to  correct  the  imbalance.  Regulation  is  one 
means  of  correcting  such  imbalances,  though  in  many  instances  it  is 
not  the  only  option  or  even  necessarily  the  best  choice. 

A  major  objective  of  this  volume  is  to  describe  the  range  of  prob- 
lems which  Congress  has  attempted  to  address  by  regulation.  Tradi- 
tional regulation  has  occasionally  proven  more  costly  than  anticipated. 
And  once  established,  it  has  almost  always  proven  to  be  very  difficult 
to  change  or  eliminate.  Therefore,  our  additional  purpose  is  to  describe 
these  consequences  of  regulation,  and  suggest  alternatives  where 
appropriate. 

Many  of  the  rationales  discussed  below  have  at  least  some  degree  of 
continuing  validity  as  potential  justifications  for  Federal  interven- 
tion. As  justifications  for  present  regulation,  however,  some  are  flawed. 
In  a  number  of  cases,  alternatives  are  available  which  might  promote 
better  achievement  of  social  and  economic  goals  with  fewer  costs  and 
other  adverse  consequences.  Below  we  briefly  describe  the  major  justifi- 
cations commonly  offered  for  regulation.  It  should  be  noted  that 
many  regulatory  programs  may  be  based  upon  more  than  one  of  the 
asserted  justifications.  We  wish  to  emphasize  that  this  report  examines 
the  possible  economic  justifications  for  a  wide  variety  of  regulation, 
including  health  and  safety  regulation. 

We  believe  that  before  Congress  or  the  agency  adopts  any  proposed 
regulatory  scheme  the  possible  ecenomic  justifications  for  regulation 
should  be  scrutinized.  The  discipline  inherent  in  that  procedure  is  a  key 
element  in  helping  to  insure  good  regulatory  decisions.  At  the  same 
time  there  may  be  special  circumstances  when  social,  equitable,  or  other 
public  policy  grounds  justify  regulation  which  cannot  be  fully  sup- 
ported by  the  economic  analysis  described  in  this  report-  Congress  or 
the  aprency  involved,  however,  should  study  with  particular  care  the 
validity  of  these  special  justifications  when  they  are  advanced. 

A.  Primary  Jiktificattoxs  for  Federal  Regulation  2 
Natural  monopoly  conditions 

The  existence  of  natural  monopolv  has  been  ami  continues  to  be  a 
major  justification  for  Federal  regulation.  Typically  in  that  situation, 

■For  pre-. "it    purposes,    tlio  fetm   "regulation*'  refers  to  traditional  forms  of  roiruljiHon. 

Finch  us  r.ito.  price  nnc!  entry  provisions,  standard  setting.  nn<i  licensing,  other  (rinds  of  gov- 
ernment action,  such  ns  antitrust  enforcement,  subsidies,  taxation,  nnd  incentives,  nre 
referred  to  as  alternatives  to  regulation. 
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the  regulatory  approach  involves  setting  rates,  and  restricting  entry  by 
competitors. 

A  natural  monopoly  can  exist  where  economies  of  scale  make  it  in- 
efficient for  more  than  one  firm  or  very  few  to  operate.  Potent  ial  com- 
petitors are  unable  to  enter  the  market  because  of  the  resulting  high 
barriers  to  entry.  As  a  result  the  monopolist  may  be  free  to  charge 
higher  prices  than  justified  Iry  cost.  Local  distribution  utilities  such  ;is 
electricity,  gas,  water,  telephone  and  cable  television  are  examples  of 
industries  where  parallel  distribution  systems  would  entail  duplica- 
tion, and  presumably  higher  costs  as  a  result.  The  main  cases  of  "nat- 
ural monopoly"  which  are  regulated  at  the  Federal  level  are  oil  and 
gas  pipelines,  transmission  of  electricity,  and  some  aspects  of  long  line 
t  elephone  communications. 

Unregulated  monopoly  power  can  cause  social  losses  because  of  re- 
stricted output  and  elevated  prices.  Monopoly  profits  will  enrich  pro- 
ducers at  the  expense  of  consumers.  Discrimination  may  be 
monopolists  to  increase  profits  and  deter  competition  to  correct  those 
problems,  regulation  permits  or  even  requires  monopoly,  while  con- 
trolling prices  to  avoid  excessive  profits  and  undesirable  price 
discrimination. 

Natural  monopoly,  however,  is  only  "natural"  in  a  given  technologi- 
cal or  economic  environment,  and  with  market  growth  or  technical  ad- 
vance, competition  may  automatically  develop.  For  example,  when 
rail  regulation  began  in  1887  competitive  possibilities  were  very  limited 
in  most  markets.  Natural  monopoly  in  the  railroad  industry  was  one 
of  the  stated  justifications  for  railroad  regulation.  While  the  oppor- 
tunities for  competition  in  that  industry  are  still  limited,  rail- 
roads face  intense  competition  from  trucks  on  most  of  the  freight 
they  haul.  Competition  from  truckers  insures  that,  on  most  routes 
and  for  most  commodities,  no  monopoly  of  any  significance  can  exist 
for  the  railroads  today.  As  this  example  shows,  yesterday's  apparent 
monopoly  can  become  tomorrow's  workable  competitive  sector. 

Our  report  finds  that  there  are  few  true  natural  monopoly  situations 
because  market  growth  and  the  appearance  of  substitutes,  such  as 
trucking,  have  offset  the  tendency  of  industries  toward  concent  ration. 
But  where  a  natural  monopoly  actually  exists  some  form  of  regulation 
is  warranted. 

Encouraging  proper  use  of  natural  resources 

Regulation  or  other  controls  mav  be  appropriate  where  private  ex- 
ploitation of  natural  resources  leads  to  poor  conservation  practices  or 
where  a  common  resource  must  be  rationally  allocated.  Where  pro- 
ducers draw  from  a  common  pool  of  resources — such  as  a  petroleum 
reservoir,  a  radio  frequency  band,  or  a  fish  supply — no  one  will  have 
sufficient  economic  incentive  to  conserve  because  any  output  he  fore- 
goes will  simply  be  taken  by  other  producers. 

Oil  and  gas  industries  are' a  good  example  of  that  principle.  Under 
American  law,  oil  or  gas  belongs  to  whoever  brings  it  to  the  sur- 
face on  his  own  land.  Since  the  oil  or  gas  in  a  pool  can  flow  under- 
ground, and  since  the  ownership  of  pools  is  often  fragmented,  poor 
conservation  practices  result  from  the  race  among  property  owners  to 
get  the  oil  or  gas  out  before  the  neighbors  take  it  all. 

Another  commonly  owned  resource  is  the  electromagnetic  spectrum. 
Tf  evervone  were  allowed  free  use  and  access,  chaos  would  certainly 
result.  Broadcasters  using  the  same  frequency  would  interfere  with 
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one  another,  and  reception  of  signals  would  be  poor  or  impossible. 
Some  sort  of  government  intervention  is  essential  if  this  resource  is 
to  be  effectively  utilized.  In  general,  this  rationale  for  intervention 
is  valid,  and  the  issue  is  to  determine  which  of  the  available  ap- 
proaches should  be  adopted  in  order  to  assure  proper  and  efficient  use 
of  the  scarce  resource. 
Requiring  producers  and  consumers  to  take  account  of  external  costs 

Regulation  or  other  controls  can  be  a  means  to  compel  firms  or 
individuals  to  take  account  of  the  costs  they  cause  other  people  to  bear. 
This  rationale  serves  as  a  primary  reason  for  regulation  of  environ- 
mental pollution,  occupational  health  and  safetv,  and  other  areas  as 
well. 

For  example,  a  mill  that  produces  smoke  and  soot  imposes  costs 
o)i  its  neighbors  in  the  form  of  polluted  air,  bad  health  and  unsightly 
surroundings.  Since  these  costs  do  not  fall  primarily  on  the  firm  that 
causes  them,  the  polluter  may  choose  to  ignore  them  in  the  absence 
of  controls.  If  they  did  fall  on  the  firm,  the  polluter  would  attempt 
to  minimize  the  sum  of  these  costs,  as  well  as  the  costs  of  prevention 
like  other  conventional  internal  expenses,  such  as  labor  and  materials. 
Tn  addition,  if  these  costs  fell  on  the  firm  they  would  be  reflected  in 
product  prices,  and  consumers  would  be  encouraged  to  avoid  pur- 
chasing pollution-related  products. 

Similarly,  because  of  weak  market  incentives  for  voluntary  health 
and  safety  programs  by  employers,  regulation  may  be  used  to  force 
employers  to  internalize  the  costs  associated  with  job  hazards.  Also, 
very  significant  external  costs  exist  in  the  hospital  field.  At  present, 
due  to  third  party  payments,  the  tax  structure  and  other  causes,  a 
large  share  of  hospital  costs  is  not  directly  sustained  by  users  of  those 
services,  and  there  is  an  absence  of  incentives  to  take  account  of  costs 
and  alternatives  in  this  area. 

Thus,  compelling  businesses  and  consumers  to  consider  the  full 
economic  consequences  of  their  actions  is  a  major  justification  for 
regulation. 

Inadequate  information  about  health,  safety,  and  other  concerns 

Correcting  inadequacies  concerning  information  is  a  valid  basis 
in  many  areas  for  a  government  role.  This  justification  underlies  much 
federal  health,  safety,  and  consumer  protection  regulation,  including 
controls  on  food  and  drugs  by  the  Food  and  Drug  Administration, 
airplane  safety  by  the  Federal  Aviation  Administration,  tires  by  the 
National  Highway  Traffic  Safetv  Administration,  and  televisions  by 
the  Consumer  Product  Safetv  Commission.  In  each  of  these  areas, 
regulation  is  intended  in  part  to  address  the  problem  of  inadequate 
information.  The  problem  of  imperfect  information  is  also  another 
justification  for  the  regulation  of  workplace  safety. 

Perhaps  in  a  perfect  market,  where  individuals  are  expert,  free 
choice  would  lead  to  the  production  of  the  ''best"  goods,  (hose  goods 
upon  which  consumers  put  the  highest  value  relative  to  their  cost  of 
production.  However,  in  a  real  world  where  consumers  and  workers 
are  only  partially  informed,  many  decisions  will  be  wrong,  and  some 
can  !>!•  disasl ' 

The  market  place  may  not  provide  consumers  with  all  of  the  in- 
formation they  need.  So,  <<»n.  -mn«>  producers  and  employers  may 
view  it  in  their  interests  to  provide  incomplete  or  inaccurate  informa- 
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tion.  The  "free"  market  just  may  not  provide  enough  information 
for  the  consumer  to  know  which  product  contain-  cancer-causing  addi- 
tives, which  device  may  be  defective,  or  what  the  health  hazards  arc 
in  a  particular  workplace. 

Government  should  play  a  role  where  inadequate  information  is 
a  problem,  and  where  potential  adverse  consequences  may  be  signifi- 
cant. In  areas  where  it  is  relatively  inexpensive  for  consumer-  to 
evaluate  accurate  information,  the  appropriate  approach  may  be  to 
require  accurate  labeling,  and  to  prohibit  misleading  promotional 
statements.  The  Food  and  Drug  Administration,  for  example,  re- 
quires accurate  labeling  telling  consumers  about  the  fat,  protein, 
carbohydrate  and  calorie  content  of  certain  foods.  Notification  require- 
ments which  mandate  the  supply  of  information  to  agencies,  such  as 
in  the  case  of  certain  SEC  disclosures,  may  also  be  related  to  this 
justification. 

The  problem  of  imperfect  information,  however,  is  not  solved  in 
all  cases  simply  by  providing  more  information.  Where  it  is  very 
costly  or  difficult  for  consumers  to  acquire  the  sophistication  needed 
to  evaluate  necessary  information,  it  may  be  more  appropriate  to 
license  producers  or  to  establish  and  enforce  standards.  This  approach 
is  particularly  necessary  where  uninformed  decisions  can  have  dan- 
gerous consequences.  For  example,  consumers  cannot  generally  be 
expected  to  acquire  the  expertise  and  resources  needed  to  evaluate 
various  food  additives  and  prescription  drugs,  especially  given  the 
significant  possibility  of  disastrous  offerts.  Moreover,  in  the  case  of 
certain  dangerous  or  highly  addictive  drucfs,  banning  of  that  sub- 
stance may  be  the  solution  to  protect  the  public  welfare.  Nor  would  it 
make  sense  for  passengers  to  inspect  the  qualifications  of  the  pilots  or 
the  safety  equipment  of  the  airplanes  on  which  they  fly.  Consumers 
just  cannot  usually  determine  what  radiation  level  their  televisions 
emit  or  whether  their  tires  may  blow  out  at  high  speeds.  Tn  these 
situations  a  stronger  government  role,  such  as  that  of  a  standard- 
setting  approach,  is  called  for. 

B.  Additional  Justificatioxs  Given  for  Regulation 

The  previous  discussion  focused  on  those  justifications  which  can 
support  long-term  government  controls.  Other  alleged  justifications, 
listed  below,  are  less  persuasive.  Conceivably  these  rationales  may 
provide  support  for  short-term  regulation  or  some  other  form  of  gov- 
ernment action :  in  most  cases,  however,  they  are  inadequate  bases  for 
long-term  regulatory  controls. 

Preventing  destructive  competition 

One  justification  sometimes  offered  is  that  in  the  absence  of  regu- 
lation, competition  would  be  "destructive".  In  other  words,  without 
controls,  an  industry  involved  or  a  major  part  of  it  might  operate 
at  a  loss  for  long  periods.  This  was  advanced  as  a  major  justification 
for  the  regulation  of  railroads  in  the  late  10th  century,  and  trucking 
in  the  1930's.  Serious  doubt  exists  today,  however,  about  the  likelihood 
of  destructive  competition  among  railroads  or  trucking  firms. 

In  all  parts  of  the  country,  whether  or  not  they  face  competition 
among  themselves,  the  railroads  compete  with  trucks.  Tt  seems 
doubtful    whether   truck-rail   competition   would   be    any   more    in- 
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tense  in  the  absence  of  regulation.  Moreover,  in  spite  of  the  highly- 
competitive  organization  of  most  of  the  trucking  industry,  it  has 
shown  little  evidence  of  "destructive  competition". 

Overall,  the  study  finds  that  harmful  "destructive"  competition  is 
more  a  fear  than  a  reality.  Incidents  of  that  reality  have  been  rare. 
Possibly  during  the  Depression  entry  into  such  fields  as  trucking 
might  have  been  excessive.  But  the  full  panopoly  of  present  ICC  regu- 
lation does  not  seem  justified  on  the  basis  of  that  possibility  reoccurring. 
YVe  find  that  destructive  competition  appears  most  unlikely  following 
deregulation  of  most  potentially  competitive  regulated  industries. 

shielding  consumers  from  steeply  rising  prices 

Price  controls,  as  a  variety  of  regulation,  have  been  imposed  to  pro- 
tect consumers  from  higher  costs.  This  form  of  regulation  aims  to  dis- 
tribute returns  over  and  above  what  i^  necessary  to  maintain  produc- 
i  ion  away  from  producers.  But  controls,  which  keep  prices  below  levels 
dictated  by  scarcity  and  costs,  generally  cannot  yield  net  economic 
3.  Consumers  may  gain  at  the  expense  of  producers  but.  overall  and 
be  long  run.  there  will  be  a  net  loss  as  output  declines,  consumers 
have  little  incentive  to  conserve,  and  commodities  are  kept  from  their 
most  valuable  uses. 

Because  of  the  potential  for  severe  and  self-defeating  distortions, 
controls  should  not  be  imposed  unless  the  need  for  protection  is 
clear  and  compelling.  Even  then,  controls  should  be  imposed  only 
on  a  short  term  basis,  because  when  consumer  impacts  are  substantial, 
incentives  to  conserve  are  correspondingly  important.  Controls  may  be 
combined  with  appropriate  equalization  taxes  to  create  the  necessary 
incentives.  Xotions  of  equity  (for  example,  denial  of  windfall  profits) 
and  concern  over  social  dislocations  may  justify  short-term  govern- 
ment intervention.  But  because  of  the  danger  of  creating  vested  inter- 
ests and  the  need  for  ever  more  elaborate  and  extensive  systems  of 
controls,  regulation  and  offsetting  systems  of  compensation  and  sub- 
sidy "shielding''  of  consumers  should  not  be  undertaken  lightly.  And 
if  such  controls  are  adopted  they  should  be  made  explicitly  temporary. 

( 'on  1 1  oil  in  g  p  i  -ice  disci  -im  i  nation 

Much  Federal  and  State  regulation  has  as  a  stated  purpose  the  pre- 
vention of  undue  discrimination,  in  the  sense  of  prohibiting  different 
prices  for  similar  services.  In  fact,  price  discrimination  between  long 
and  short  hauls  and  in  favor  of  largo  shippers  was  among  the  com- 
plaints that  brought  about  the  establishment  of  the  ICC. 

In  addition,  in  a  monopoly  setting,  regulation  has  been  justified  as 
a  means  to  control  predatory  pricing  practices.  Price  discrimination 
can  unduly  increase  producer  profits  and  impede  competition.  Dis- 
crimination can  also  put  payers  of  high  rates  at  a  competitive  dis- 
advantage. Selective  or  predatory  price  cutting  can  be  used  by 
dominant  arms  to  destroy  competition  or  deter  entry.  It  can  also 
lead  those  subject   to  higher  rates  to  expand  resources  to  gain  access 

to  the  lower  rate  levels. 

In  competitive  industries  there  is  little  rationale  for  regulating 
price  at  all,  much  le^s  price  differences.  Even  in  many  regulated  sec- 
tors, however,  it  does  not  appear  that  discrimination  is  or  could  be  a 
significant  problem. 

indeed,  regulation  may  actually  impose  or  foster  discriminatory 
practices  by  regulated  firms.  Preventing  price  differences  can  have 
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negative  effects,  and  imposing  uniform  prices  wh< 

itself  discrimination.  Disallowing  cost- justified  rate  dii  can 

slow  technical  progress,  as  in  the  transportation   i 

introduction  of  unit  trains,  large  aluminum-bodied  hopper  cars,  and 

"piggy-back"  service  were  slowed.  Imposing  i ••<  ntical  prices  when 
differ  may  also  cause  deterioration  in  the  higher  co  vice,  and 

may  induce  wasteful  service  competition  to  capture  business  in  the 
high  profit  areas. 

Predatory  discrimination  may  be  more  likely  in  industries  where 
entry  is  barred  or  limited,  or  where  firms  may  have  incentives  to  enter 
unprofitable  markets  to  increase  their  rate  bases  and  total  prof]  s. 
When  this  occurs,  a  monopoly  may  exist.  For  reasons  previou!  ly 
discussed,  regulation  may  be  justified  when  natural  monopoly  con- 
ditions exist.  But  the  price  discrimination  justification  ought  to  be 
used  sparingly. 

Promotion,  of  key  industries 

Regulation  has  been  used  to  promote  industries,  including  aid 
development  of  civil  aviation.  Such  regulation,  by  redu 
from  entry  or  competition,  allows  investors  in  fledgling  i 
in  otherwise  risky  enterprises  to  reap  rides  of  return  ]  Lgl  gh  to 

justify  the  investment.  This  argument  parallels  th< 
tion  for  the  patent  system,  which  is  de  igned  to  i  ntion 

and  innovation.  But.  like  patents,  the  rationale  clearly  applies  only 
to  new  and  risky  ventures.  Thus,  the  justification  i  ave  been 

valid,  for  example,  in  the  early  years  of  civil  aviation 
not  apply  today. 

Regulation  might  also  shield  an  industry  from  lower  cost  com- 
petition, thus  increasing  its  size.  An  example  would  be  prevention  of 
truck  inroads  into  rail  traffic,  if  railroads  were  deemed  more  essential 
to  some  national  purpose.  But  in  most  cases  there  is  a  clear  conflict 
between  industry  promotion  and  the  high  prices  and  restricted  out- 
put that  result  from  regulation. 

Using  regulation  to  "promote"  a  key  industry  means  that  controls 
may  acquire  undue  sanctity.  Subsequent  efforts  to  eliminate  or  relax 
regulation  will  be  viewed  as  endangering  some  key  interest  and  will 
surely  be  resisted  by  those  who  are  adversely  affected. 

In  short,  this  volume  finds  that  regulation  can  have  undesirable  con- 
sequences when  used  as  a  promotional  device.  If  it  is  used  to  reduce 
risk  or  limit  subsidy  in  new  industries,  experience  indicates  that  con- 
trols should  be  explicitly  temporary  in  nature.  Long  term  promotion 
by  regulation — as  of  industries  considered  vital  to  defense  or  national 
security — may  be  needlessly  expensive.  Direct  subsidy,  as  limited  by 
contract  terms  or  competitive  bidding,  appears  to  be  a  far  more  effec- 
tive method  of  achieving  the  desired  objective.  Unlike  indirect  sub- 
sidies, direct  payments  are  visible  and  subject  to  Congressional  review 
during  the  budgetary  process.  They  are  far  less  intrusive  than  many 
other  available  approaches. 

Providing  services  to  certain  groups:  encouraging  cross  subsidi 

Assuring  service  to  particular  groups  or  communities  is  a  frequent 
motivation  for  regulatory  controls  on  rates  and  entry.  Of  neci 
that  often  implicitly  entails  cross-subsidies,  transferring  income  from 
profitable  business  activities  to  less  remunerative  areas.  This  results 
in  higher  prices  for  some  in  order  to  support  otherwise  unpro  il 
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service.  A  further  indirect  effect  is  that  entry  controls,  which  impede 
competition,  must  be  used  to  protect  the  profits  necessary  to  finance 
the  cross-subsidized  service.  A  regulatory  approach  which  depends 
for  its  success  on  cross-subsidy  is  inefficient  and  unpredictable.  That 
is  so  because  the  actual  provision  of  service  varies  with  firms'  discre- 
tion and  market  conditions. 

Cross-subsidized  service  to  small  or  rural  communities  is  often 
used  to  justify  regulatory  controls.  But  the  costs  of  providing  air,  rail 
and  less-than-truckload  motor  carrier  service  to  small  communities 
are  relatively  high.  If  rates  cannot  reflect  this  cost,  regulation  will 
induce  worse,  not  better  service  to  small  communities,  compared  with 
unregulated  markets. 

In  short,  regulation  to  provide  service  to  small  communities  through 
cross  subsidies  is  inefficient.  And  in  some  industries  where  this  justi- 
fication has  been  advanced,  it  is  questionable  whether  significant  cross 
subsidies  have  actually  been  provided. 

The  issue  of  "service  to  small  communities"  is  in  a  sense  meaning- 
less. Instead  the  real  issues  are  "at  what  price"  and  "who  should  pay  ?" 
There  is  no  reason  to  expect  a  lark  of  service  to  small  communities. 
provided  that  consumers  are  willing  to  pay  and  regulation  allows 
rates  to  reflect  actual  cost. 

It  is  possible  that  some  small  communities  might  face  dislocation 
if,  for  example,  rail  service  were  discontinued,  or  the  price  of  service 
became  iinacceptably  high.  However,  the  likely  availability  of  truck 
that  possible  disruption  in  a  particular  area  would  be 
slight.  In  the  event  that  some  small  communities  did  suffer  disruption 
or  u n acceptably  high  prices,  adjustment  assistance  or  locally-paid 
subsidies  to  maintain  service  seem  to  be  more  appropriate  remedies 
than  continued  full-scale  regulation. 

Controlling  competing  industries 

In  some  cases,  regulation  has  been  imposed  in  one  industry  because 
it  was  in  competition  with  another  industry  subject  to  regulation.  For 
example,  ICC  regulation  of  trucks  was  initiallv  undertaken  largely 
because  that  industry  was  becoming  an  increasingly  important  com- 
petitor for  Hie  railroads,  which  were  already  subject  to  regulation. 
The  railroad-  argued  vigorously  for  truck  regulation  during  the  late 
1020's  and  early  1930's  as  the  trucks  cut  increasingly  into  their  freight 
business. 

More  recently,  the  FCC's  regulation  of  broadcasting  was  extended 
to  cable  TV.  although  cable  TV  does  not  in  any  way  present  an  inter- 
ference problem,  which  is  the  basic  justification  of  broadcast  regula- 
t  ion.  The  Coi  m's  justification  for  its  regulation  of  cable  was  that 

it  affected  the  profitability  of  already  regulated  over-the-air  broad- 
ike  some  local  stations  unprofitable,  thus  reducing 
It  should  be  noted  that  recent  court  decision  have 
i  I  this  justification. 

Although  regulation  of  competing  industries  has  been  rationalized 

of  improving  efficiency  and  protecting  those  already 

-ill  iic.  ••  '.     ontrols,  the  study  concludes  thai  there  are  few,  if  any.  cases 

in  v  ulatii      of  competing  industries  actually  improves  eco- 

•'.(•'•.  The  desire  to  protect  an  industry  that  is  already 

lab  !  ■'"      i  ot  justify  the  inefficiencies  caused  when  regulation  is 

exb  competing  industry. 
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Preservation  of  established  "property  rights" 

Once  established,  regulation  tends  to  spawn  and  then  protect  certain 
groups,  which  subsequently  have  a  vested  interest  in  its  continuation. 
'i  bus,  avoiding  allegedly  adverse  economic  consequences  to  those  inter- 
ests sometimes  becomes  a  powerful  argument  for  continuation  of  regu- 
latory controls.  As  a  result  of  regulation,  firms  or  Individuals  may 
have  acquired  "property  rights,"  such  as  trucking  certificates  and 
broadcast  licenses.  Such  property  rights  associated  with  regulation 
are  often  very  valuable.  If  regulation  were  eliminated  or  relaxed  some 
would  sustain  capital  losses,  and  others  might  be  burdened  with  high 
finance  charges  for  assets  with  lowered  value.  For  example,  negotia- 
ted brokerage  rates  required  by  the  SEC  drastically  lowered  the  value 
of  seats  on  the  New  York  Stock  Exchange. 

Regulation  is  not  always  necessary  to  provide  continued  protection 
of  secure  positions  or  to  guard  against  losses  Tn  some  cases  deregula- 
tion may  benefit  the  industry  as  a  whole.  In  other  cases,  individual 
regulated  firms  will  gain.  Maintaining  regulation  simply  to  protect 
existing  interests  also  means  that  consumers  and  others  will  make  con- 
tinuous payments  to  these  groups,  the  sum  of  which  will  often  far 
exceed  the  gains  to  the  protected  group.  Should  it  be  determined 
that  some  group  is  deserving  of  support,  it  will  generally  be  cheaper 
to  provide  for  this  through  direct  subsidy  than  by  continued 
regulation.  More  important,  such  subsidies  will  be  visible  in  the  sense 
of  being  subject  to  the  budgetary  process. 

Yet  there  may  be  a  responsibility  to  those  who  have  invested  on 
the  basis  of  expectations  as  to  regulation.  The  issue  is  similar  to 
protecting  consumers  by  controlling  prices.  Temporary  aid  or  protec- 
tions may  be  proper,  but  permanent  shielding  is  likely  to  impose  in- 
creasing costs  and  distortions.  In  short,  preservation  of  property 
rights  is  not  a  sound  basis  for  continued  regulation.  Where  legitimate 
expectations  as  to  regulation  exist  the  problem  is  one  of  fashioning 
an  appropriate  means  of  transition  from  the  regulatory  scheme. 

C.  Regulatory  Alternatives 
Deregulation 

Although  much  of  Federal  regulation  is  justified,  alternatives  to 
particular  methods  of  regulation  may  be  appropriately  adopted  in  cer- 
tain areas.  A  major  alternative  to  regulation  is  no  Federal  interven- 
tion or,  in  the  case  of  existing  controls,  deregulation. 

In  that  regard,  it  should  be  recognized  that  there  are  two  major 
forms  of  Federal  regulation.  First,  there  is  economic  regulation  which 
is  concerned  with  prices,  entrv,  and  rates  of  return.  The  major  pur- 
pose of  economic  regulation  is  to  insure  the  smooth  functioning  of 
the  economy  through  controls  on  monopoly,  discrimination,  unfair 
business  practices,  and  denials  of  service.  The  activities  of  the  Civil 
Aeronautics  Board  and  the  Interstate  Commerce  Commission  are  ex- 
amples of  that  kind  of  regulation.  A  second  form  of  Federal  regulation 
has  as  its  primary  concerns  a  broad  range  of  social  objectives,  such  as 
health,  safety  and  environmental  protection.  Examples  of  agencies  in- 
volved in  that  second  category  include  the  Environmental  Protection 
Agency,  Occupational  Safety  and  Health  Administration,  and  the 
Consumer  Product  Safety  Commission. 
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The  distinction  is  significant  for  questions  of  deregulation — the 
elimination  of  controls. "Economic  regulation  has  been  often  imposed 
in  order  to  shield  a  particular  industry  from  the  effects  of  competition 
and  an  unfettered  market.  In  that  area,  elimination  of  controls  allows 
etitive  pressures  to  operate,  sometimes  without  serious  adverse 
However,  the  lifting  of  controls  in  the  health,  safety 
and  environmental  fields  typically  would  not  result  in  similar  benefits. 
For  example,  the  environment  has  historically  been  used  by  the  private 
and  public  sectors  as  if  it  were  a  free  resource,  when  in  fact  it  is  both 
:e  and  exhaustible.  Absent  some  form  of  regulation,  there  would 
be  no  economic  incentive  to  absorb  the  costs  of  abatement  and  conser- 
vation, since  the  costs  of  pollution  usually  fall  elsewhere  than  on  the 
polluter.  Thus,  a  "'free"  market  in  environmental  resources  would  not 
cleai  air  and  clean  water.  To  the  contrary,  business  and  govern- 
ment  would  as  they  have  in  the  past  use  the  resource  without  sufficient 
cern  for  the  public  interest. 
On  the  other  hand,  it  may  be  possible  in  certain  areas  of  economic 
regulation  to  allow  free  market  operation  without  adverse  effects  on 
the  national  economy.  Recent  Federal  action  to  deregulate  the  airline 
es  that  proposition. 
Civil  Aeronautics  Board  regulation  of  airlines  often  meant   re- 
strained or  lessened  competition.  For  example,  between  1950  and  1974, 
the  CAB  received  79  new  airline  carrier  applications.  None  of  those 
ications  were  approved.  Federal  regulation  shielded  the  existing 
airline  industry  from  competition,  with  the  result  that  airline  fares 
\cr  than  necessary.  Certainly  the  consumer  did  not 
CAB  regulation.  High  consumer  costs  are  indicated  by 
in  the  intrastate  market  in  California,  where  no  Federal 
contr  t.  carriers  were  able  to  provide  high  quality  service  at 

-  as  much  as  50  percent  lower  than  Federal  certified  carriers  in 
similar  interstate  routes.  In  early  1977.  the  General  Accounting  Office 
estimated  that  airline  deregulation  would  save  between  $1.4  to  $1.8 
billion  annually. 

We  now  know  that  relaxation  of  Federal  controls  on  airlines  has 
positively  l>enefited  both  the  industry  and  the  consumer.  Today  the 
Nation's  airline  business  is  in  much  better  financial  condition  than  prior 
to  that  action.  The  pro-competition  approach  has  produced  lower  fares 
and  varied  service,  which  in  turn  has  attracted  more  passengers  and 
generated  more  jobs  for  the  industry.  Published  reports  indicate  that 
every  carrier  has  experienced  increased  operating  revenues,  ranging 
from  10  percent  to  30  percent  higher  for  the  first  6  months  of  1978  as 
compared  to  the  same  period  in  1977.  Operating  profits  have  similarly 
increased.  Undei  the  "Airline  Deregulation  Act  of  1978."  which  was 
recently  signed  into  law  by  the  President,  the  CAB's  powers  must  in 
fhe  future  be  used  to  foster  and  encourage,  rather  than  restrict,  compe- 
'  I  "I,  !  •  v  een  air  carriers.  The  agency's  powers  are  scheduled  to  lapse 
in  1983,  and  the  CAB  itself  will  go  out  of  existence  by  1985. 

The  deregulation  approach  taken  with  airlines  should  be  considered 

for  other  economic  areas.  Federal  controls  on  trucking  may  be  such  an 

iple.  Like  airlines,  the  cosl  of  trucking  regulation  is  very  high. 

ft  is  estimated  that  those  regulatory  controls  cos4  the  I'.s.  economy 

•!  $2.fl  billion  annually.  Since   [CC  controls  restrict 


XXI 

competition  by  limiting  entry  into  the  field,  regulation  supports  the 
commercial  value  of  ICC  operating  certificates,  many  of  which  date  to 
the  193(Fs  when  controls  were  first  established.  Today  those  certificates 
are  valuable  licenses.  This  regulation,  however,  does  not  benefit  the 
consumer,  who  pays  higher  rates  for  interstate  trucking  than  would 
otherwise  exist  in  the  absence  of  controls.  It  does  not  appear  that  con- 
tinued Federal  regulation  of  trucking  is  justified,  both  in  light  of  pres- 
ent day  conditions  and  in  the  context  of  the  adverse  effects  those 
controls  appear  to  be  having  on  the  economy. 

Performance  vs.  specification  standards 

Where  a  decision  has  been  made  to  regulate  in  order  to  insure  that 
firms  take  full  account  of  the  consequences  of  their  actions,  a  variety 
of  regulatory  approaches  is  available.  A  standards-enforcement  ap- 
proach may  be  the  best  choice  if  there  are  major  information  prob- 
lems, or  if  potential  risks  are  grave  and  consequences  severe  or 
irreversible;  in  other  words,  where  either  certainty  of  result  or  some 
definite  threshold  level  of  achievement  is  considered  essential.  Even 
under  that  approach,  though,  it  is  critically  important  to  appreciate 
the  relative  merits  of  specification  and  performance  standards. 

"Performance  standards"  require  that  certain  goals  be  achieved, 
such  as  emission  levels  or  nutritional  qualities,  without  specifying  how 
they  are  to  be  achieved.  That  kind  of  standard  allows  firms  and  in- 
dividuals to  achieve  the  least-costly  method  of  compliance.  For  exam- 
ple, a  smelting  business  could  decide  to  install  scrubbers  in  its  smoke- 
stacks so  that  it  could  adhere  to  the  air  pollution  standards,  or  it  may 
find  another  technological  device  which  would  allow  it  to  meet  the 
standard.  The  "performance  standards"  approach  encourages  flexi- 
bility and  technical  change,  although  extensive  monitoring  may  be 
necessary  to  insure  compliance. 

On  the  other  hand,  "specification  standards"  require  particular 
means  of  achievement,  such  as  specific  design,  equipment,  or  tech- 
niques. Unlike  performance  standards,  monitoring  and  enforcement 
may  be  less  burdensome.  Yet  delineating  specific  means  of  achieve- 
ment necessarily  limits  the  range  of  technological  change  and  may  im- 
pose unnecessary  costs.  Flexibility  is  also  lost,  as  firms  and  individuals 
are  given  little  latitude  to  choose  the  least  costly  method  of  compliance. 

Nevertheless,  truly  severe  risks  may  suggest  the  need  to  actually 
specify  by  standards  particular  technologies,  processes,  or  products. 
For  example,  in  the  nuclear  regulatory  area,  it  is  not  possible  to 
simply  require  a  performance  standard — such  as  that  reactors  be 
"safe,"  in  the  same  way  the  National  Highway  Traffic  Safety  Admin- 
istration might  require  certain  maximum  automobile  braking  distances 
under  specified  conditions.  In  such  a  complex  area  as  nuclear  safety, 
the  standards  must  frequently  relate  to  the  specifications  of  the  produc- 
tion process :  that  certain  kinds  of  pumps  and  grades  of  steel  be  used, 
and  so  forth. 

Standard  settmg  vs.  information  disclosure 

Still  another  alternative  to  the  standard-setting  approach  is  the  in- 
creased use  of  information  regulation.  For  example,  rather  than  ban- 
ning outright  a  product  which  does  not  meet  a  particular  standard,  it 
may  make  sense  to  allow  distribution  of  the  product  provided  that  it 
is  accompanied  by  information  disclosing  the  hazards  or  problems 
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associated  with  its  use.  This  approach  is  now  taken  with  numerous 
products,  notably  cigarettes,  thereby  allowing  consumers  who  are  will- 
ing to  take  certain  risks  the  opportunity  to  purchase  the  product.  In 
addition  to  allowing  a  greater  range  of  choice,  information  regulation 
allows  consumers  to  be  aware  of  the  presence  of  risks  which  could  be 
avoided  by  proper  knowledge. 

Information  thus  has  some  of  the  automatic  quality  of  incentives ; 
in  other  words,  it  can  naturally  prompt  a  certain  response.  However, 
like  incentives,  the  existence  of  a  potentially  severe  risk  or  irreversible 
consequences  suggests  that  information  without  something  more  is 
inadequate.  Moreover,  if  the  information  is  too  complex  to  be  under- 
stood by  most  or  all  of  its  intended  recipients,  information  regulation 
alone  may  not  be  adequate.  Also,  if  the  recipient  of  the  information  is 
different  than  the  ultimate  users  of  a  product,  information  regulation 
alone  may  not  be  enough.  Under  these  circumstances  information 
might  be  properly  supplemented  with  vigorously  enforced  standards 
and  suitably  designed  incentives. 

Economic  incentives  as  alternatives  to  traditional  regulation 

Economic  incentives  may  be  an  alternative  or  a  valuable  complement 
to  the  use  of  standards.  As  the  risk  of  severity  declines,  and  the  cer- 
tainty of  result  is  less  essential,  the  desirability  of  an  incentive  ap- 
proach increases.  Reduced  costs  of  enforcement  and  compliance  may 
enhance  the  desirability  of  an  incentive  approach.  Thus,  fees,  delayed 
compliance  penalties,  tax  concessions,  exchangeable  rights,  and  other 
systems  can  be  effectively  utilized.  Taxes  or  other  fees  can  be  based 
on  some  measure  of  performance,  such  as  the  extent  of  pollution 
produced  or  degree  of  health  hazard. 

In  many  environmental  areas,  incentive  systems  can  reduce  com- 
pliance expense  by  automatically  concentrating  abatement  efforts  on 
those  firms  with  the  lowest  compliance  costs.  Such  systems  can  induce 
firms  and  individuals  to  abate  their  activities  up  to  the  point  where 
(osts,  including  any  fee,  or  further  action  would  not  be  justified  by 
extra  fee  savings  thereby  obtained.  Thus  the  fee  itself  will  be  treated 
by  a  firm  just  like  other  costs  of  operation,  such  as  electricity,  labor, 
and  materials.  The  firms  will  weigh  the  fee  (which,  in  effect,  is  the 
cost  of  nonabatement)  against  the  cost  of  abating  the  hazard  and  thus 
avoiding  the  fee. 

Fee  systems  have  several  advantages.  One  of  the  main  advantages  of 
such  financial  incentives  is  that  they  do  not  discriminate  among  alter- 
native methods  of  compliance.  Rather,  firms  and  individuals  have 
built-in  economic  incentives  to  take  the  least  costly  action  indicated  by 
the  incentive.  Perhaps  most  important,  when  fees  are  imposed  it  he- 
roines profitable  to  reduce  the  hazard.  There  will  also  be  clear  incen- 
tives to  innovate  and  pursue  the  least  costly  methods  of  achieving  a 
particular  goal.  That  will  involve  consideration  of  various  possibilities. 
without  favoring  any  particular  approach.  The  result  will  be  that  those 
subject  to  fees  will  be  induced  to  make  this  contribution  to  reducing  the 
hazard  at  a  minimum  cost  All  of  which  is  automatic  and  not  unneces- 
sarily dependent  on  administrative  discretion  and  review. 

A  mentioned  previously",  in  some  cases  of  high  risk,  only  specifica- 
tion of  certain  technologies  may  provide  sufficient  protection.  For  ex- 
ample, the  risks  from  mercury  discharges  are  so  high  that  economic 
incentives  may  not  provide  enough  certainty  to  insure  a  safe  level  of 
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discharge.  Or  it  may  be  considered  too  risky  to  allow  continuation 
of  a  particular  activity,  even  though  participants  are  willing  to  pay 
high  costs  and  the  resulting  revenues  are  used  to  compensate  th" 
losses. 

The  direct  subsidy  option 

Direct  government  subsidies  are  an  important  alternative  to  tradi- 
tional regulation.  Such  subsidies  may  be  in  some  cases  less  intrusive  and 
possibly  more  effective  in  achieving  regulatory  objectives  that  rate  and 
entry  controls.  For  example,  direct  subsidies  could  be  used  to  provide 
service  to  certain  groups  or  communities,  or  to  develop  industries  con- 
sidered vital  to  a  national  interest.  While  direct  subsidies  do  impose 
costs,  that  expense  is  visible  and  subject  to  congressional  and  public 
review  in  the  budget  process.  Moreover,  unlike  regulation — which  can 
stifle  innovation,  restrict  competition,  and  encourage  indirect  or  "in- 
visible" subsidies — direct  payments  need  not  require  an  elaborate 
bureaucratic  structure.  Costs  could  be  minimized  through  competitive 
bidding,  and  by  awarding  the  subsidies  to  those  who  can  perform  at  the 
least  cost.  Moreover,  in  order  to  moderate  demand,  those  benefiting  may 
under  certain  circumstances  be  required  to  pay  part  of  the  costs. 

Of  course,  this  listing  of  alternatives  is  partial,  and  not  intended  to 
be  exhaustive  of  the  range  of  options  available  to  government.  Also  in 
any  given  area,  there  may  be  numerous  possible  alternatives  for  Fed- 
eral action.  For  example,  at  least  five  different  regulatory  approaches, 
or  combinations  thereof,  could  be  used  to  address  the  problems  of  Health 
hazards  in  cigarette  smoking.  Tobacco  consumption  could  be  banned  al- 
together (prohibition).  Or,  government  could  specify  production 
standards,  such  as  the  tobacco  content  in  cigarettes,  or  the  kind  of  paper 
to  be  used  (specification  standards) .  Or,  standards  could  be  established 
to  insure  that  cigarettes  do  not  exceed  certain  tar  and  nicotine  levels 
(performance  standards) .  Or,  government  could  require  health  hazard 
Avarnings  to  be  displayed  on  cigarette  packages  and  advertising  (in- 
formation disclosure).  Or,  taxes  or  fees  could  be  imposed  for  the  pur- 
pose of  discouraging  cigarette  smoking  (economic  incentives).  Several 
of  these  options  could  be  used  in  a  combined  effort  to  reduce  this  hazard. 
For  example,  maximum  tar  and  nicotine  levels  could  be  set,  while  con- 
tinuing the  health  warning  on  packages.  The  choice  of  a  particular  op- 
tion or  group  of  options  might  depend  on  such  factors  as  the  magnitude 
of  the  hazard:  its  impact  on  the  public  at  large:  the  degree  of  public 
awareness  of  the  hazard;  the  elasticity  of  consumer  demand:  and  the 
opportunities  for  technological  development  or  change  in  the  industry. 

D.  Use  of  Impact  Analysis  ix  Regulatory  Decisions 

Impact  analysis,  which  evaluates  the  costs,  benefits  and  alterna- 
tives of  proposed  government  actions,  should  play  an  important  role 
in  regulatory  decisionmaking. 

It  is  logical  and  reasonable  to  estimate  costs,  project  benefits  and 
consider  alternatives  before  making  significant  regulatory  decisions. 
In  that  sense,  the  impact  analysis  approach  is  a  useful  tool  in  careful 
planning  and  priority  setting.  In  addition,  such  analysis  can  make 
a  significant  contribution  to  determining  whether  the  conditions  which 
originally  justified  government  intervention  continue  to  exist.  Eco- 
nomic evaluations  can  help  provide  some  public  accounting  for  the 
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use  of  the  Nation's  resources,  as  represented  by  the  cost  of  regulation. 
Such  costs,  thought  by  some  to  be  borne  by"  business,  are  generally 
and  ultimately  paid  by  the  public.  Finally,  impact  analysis  should 
produce  useful  information  on  the  benefits  gained  and  burdens  imposed 
by  regulation. 
*  Any  consideration  of  impact  analysis  must  consider  the  key  distinc- 
tion between  economic  regulation  which  is  concerned  with  prices, 
entry,  and  rates  of  return,  and  regulation  which  safeguards  the  public 
health  and  safety  and  the  environment. 

Where  economic  regulation  is  concerned,  impact  analysis  can  be  more 
easily  applied,  since  there  the  consequences  are  usually  capable  of  being 
reduced  to  dollar  and  cent  terms.  Such  is  not  always  the  case  with 
health,  safety  and  environment  regulation.  Here  it  is  extremely  difficult 
to  quantify  benefits  since  they  are  subject  to  great  uncertainty  and 
often  become  apparent  only  with  the  passage  of  time.  In  addition, 
some  important  benefits — such  as  recreational  or  aesthetic  values — are 
difficult  if  not  impossible  to  quantify  in  any  meaningful  way.  Finally, 
there  is  the  question  of  how  the  value  of  risks  of  human  life,  injury 
and  suffering  are  computed.  At  present,  there  is  no  generally  accepted 
method  for  evaluating  such  losses. 

Therefore,  there  are  serious  limitations  to  the  use  of  economic  im- 
pact analysis  in  the  health  and  safety  area.  Certainly  the  decision 
on  whether  to  issue  a  regulation  in  these  areas  cannot  turn  exclu- 
sively on  an  impact  analysis  finding.  Much  more  is  involved,  and 
decisionmaking  to  protect  the  public  from  serious  hazards  should  not 
be  reduced  to  those  terms. 

However,  despite  the  difficulty  of  making  such  estimations,  it  is 
essential  to  have  more  information  on  the  costs — and  indeed  the  bene- 
fit^— of  both  Federal  economic  regulation  and  of  Federal  health,  safety 
and  environmental  activities.  Also,  the  means  used  to  achieve  statutory 
goala  should  be  the  most  efficient  and  least  costlv  available.  Todav  it  is 
clear  that  Federal  resources  in  those  areas  are  often  committed  without 
proper  knowledge  of  the  costs  and  consequences  of  those  actions. 

TTp  until  very  recently,  appraisal  of  the  economic  impact  of 
proposed  Federal  action  was  conducted  in  an  informal  and  casual 
fashion,  if  at  all.  Only  since  late  1974  have  executive  branch  depart- 
ments and  agencies  been  required  to  conduct  such  appraisals.  The 
requirement  is  not  based  on  statute  but  on  an  Executive  Order,  which 
was  first  issued  bv  former  President  Ford  and  subsequently  modified 
and  strengthened  by  President  Carter. 

A  review  in  1976  by  the  staff  of  the  Council  on  Wage  and  Price 
Stability  and  the  Office  of  Management  and  Budget  indicated  a  mixed 
record  of  accomplishment.  Few  impact  statements  were  actually  pre- 
pared, and  those  by  only  a  small  number  of  agencies;  the  effect  of 
the  procrram  on  the  quality  of  regulatory  decision-making  was  at  best 
uncertain;  and  enforcement  efforts  had  been  something  less  than 
rigorous. 

More  needs  to  be  done  in  this  area.  A  statute  is  necessary  to  estab- 
lish an  economic  impact  analysis  requirement  for  significant  Federal 
regulations.  Any  statute  in  this  area  must  take  account  of  the  fol- 
lowing factors: 

•  hile  agencies  should  be  required  to  project  and  consider  costs. 
benefits  and  alternatives,  that  analysis  must  not  be  considered  a  final 
determinant  of  whether  an  action  should  be  taken.  The  difficulty  of 
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quantifying  costs  and  benefits  and  the  appropriateness  of  applying 
economic  statistical  analysis  to  health  and  safety  areas  must  be  rec- 
ognized. Also,  some  benefits  as  well  as  costs  may  be  expressed,  as  part 
of  the  impact  analysis,  in  other  than  dollar  terms.  Thus,  regulatory 
actions  should  not  be  restricted  to  only  those  situations  in  which  the 
projected  quantifiable  costs  do  not  exceed  the  projected  quantifiable 
benefits. 

Second,  care  should  be  taken  to  avoid  a  complex  and  time-consuming 
economic  impact  evaluation  process.  Such  a  process  could  add  to — 
rather  than  reduce — the  costs  of  regulation  by  injecting  additional 
expense,  delays,  and  confusion  into  the  system.  For  example,  agency 
actions  could  be  stalled  for  years  in  the  courts  if  litigation  challenging 
the  adequacy  of  economic  evaluations  were  permitted. 

Third,  proper  impact  analysis  requires  considerable  expertise  and 
judgment.  Therefore,  any  analysis  should  be  conducted  within  the 
department  or  agency  which  is  considering  the  proposed  action.  The 
adequacy  and  objectivity  of  such  analyses  can  be  insured  through 
congressional  oversight  and  by  periodic  review  and  appraisal  out- 
side the  agency. 

Those  considerations  are  reflected  in  the  following  proposal  to  estab- 
lish an  impact  analysis  requirement  by  statute.  The  statutory  mecha- 
nism should  include  these  provisions : 

•  All  Federal  regulatory  agencies  should  be  required  to  sys- 
tematically consider  the  economic  impact  of  significant  regula- 
tions., including  costs,  benefits,  and  alternatives,  before  final  issu- 
ance of  proposed,  rules  and  regulations.  This  requirement  should 
apply  to  all  rulemaking  proceedings  which  are  likely  to  have- 
a  substantial  economic  impact. 

•  Economic  impact  analysis  shoidd  involve  a  two-step  process. 
WJien  regidations  are  initially  published  for  public  comment. 
Federal  agencies  should  be  required  to  release  a  draft  impart 
analysis  containing  the  following  infomtation:  (a)  a  succinct 
statement  of  the  need  for,  and  objectives  of*  the  contemplated 
action;  (b)  a  description  of  possible  choices  to  accomplish  the 
stated  objectives;  and  (c)  for  each  of  those  choices  a.  preliminary 
statement  of  the  economic  consequences,  and  an  appraisal  of  the 
effectiveness  of  each  choice  in  meeting  the  stated  objectives.  A 
reasonable  period  of  time  shoidd  be  allowed  for  public  comment 
on  the  draft  analysis.  When  the  regulations'  are  issued.  Federal 
agencies  shernld  be  required  to  publish  a  final  economic  impact 
analysis,  containing  the  information  required  in  items  (a) -(c) 
above,  as  well  as  a  summary  of  the  public  comments  on  the  draft 
economic  impact  analysis. 

•  A  waiver  of  the  requirement  should  be  permitted  if  a  written 
determination  is  issued  and  signed  by  the  head  of  an  agency, 
certifying  that  the  action  is  taken  in  response  to  an  emergency 
situation,  or  is  governed  by  short-term  statutory  or  judicial  dead- 
lines. That  certification  should  be  published  in  the  Federal  Regis- 
ter, and  should  not  be  subject  to  judicial  review. 

•  Procedures  and  findings  in  connection  with  any  specific  eco- 
nomic impact  analysis  should  not  be  subject  to  any  judicial  re- 
view. Judicial  review  should  continue  to  be  available  for  the 
agency  regulation  which  is  the  subject  pf  the  analysis. 
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Congress  should  assume  responsibility  for  actively  overseeing 
agency  compliance  with  this  statute.  A  selected  number  of  economic 
impact  statements  should  be  subject  to  periodic  review  outside  the 
agencies  proposing  regulations.  In  that  regard,  Congress  may  wish  to 
utilize  its  own  support  agencies,  such  as  the  Congressional  Budget 
Office  and  the  General  Accounting  Office.  The  findings  of  such  reviews 
should  be  reported  to  the  public.  Congress  and  the  agencies  involved. 
Also,  as  we  discuss  in  chapter  seven,  a  revitalized  Administrative  Con- 
ference should  provide  guidance  and  monitor  agency  compliance  with 
this  statute.  Finally,  as  we  recommended  in  Volume  V  of  our  study,  the 
President  should  be  given  a  formal  opportunity  to  make  on-the-record 
comments  and  presentations  to  the  agencies  during  the  rulemaking 
process. 

E.  Guidelines  for  Regulation 

In  analyzing  any  long-term  3  regulatory  program,  two  fundamental 
questions  are  presented.  First,  do  the  economic  and  social  conditions 
require  intervention  by  the  Federal  government?  Second,  if  a  Federal 
role  is  warranted,  what  is  the  least  intrusive  or  burdensome  means  for 
achieving  the  desired  result  \ 

The  following  guidelines  should  be  of  assistance  in  determining  the 
first  of  these  issues — the  appropriateness  of  government  control  or 
intervention : 

•  Will  more  than  one  firm  offering  service  result  in  duplica- 
tion of  facilities  and  higher  costs  per  unit,  such  that  economies  of 
scale  make  it  inefficient  for  more  than  one  firm  to  operate?  Is  it  un- 
likely that  market  growth  or  technological  advance  will  change 
these  conditions,  and  allow  competition  to  develop? 

•  May  a  commonly  owned  resource  be  wasted  through  unre- 
stricted exploitation?  Is  the  resource  so  scarce  that  only 
limited  numbers  of  users  may  utilize  it  effectively? 

•  Does  production  of  a  product  or  provision  of  a  service  impose 
substantial  economic  or  social  costs  upon  society?  Does  the  ulti- 
mate vrice  of  the  product  or  service  fail  to  adequately  reflect  such 
costs? 

•  Is  information  about  a  product  or  service  Incomplete?  Could 
the  lack  of  adequate  information  result  in  a  significant  detriment 
or  harm  to  the  user  of  that  product  or  service? 

rI  o  the  extent  thi\t  one  or  more  of  the  foregoing  categories  of  ques- 
tions can  lie  answered  affirmatively  it  may  be  thnt  a  good  case  can  be 
made  for  imposing  some  form  of  long-term  government  intervention 
in  the  marketplace. 

If  justification  exist-  for  a  Federal  role  the  following  questions 
=hould  be  considered  by  Congress — and  by  the  agencies — to  determine 
•'  »best  met  ns  to  accomplish  the  regulatory  goals: 

•  Prohibition.  Is  the  inherent  risk  presi  nted  so  grave  ano)  sig- 
nificant as  to  require  an  outright  ban  on  consumption  or  use? 

Certain  programs     such  n  those  to  ameliorate  the  impact  of  steeply  risim:  prices  or 

to    promote  key   industries — do  not  satisfy  the  culdellnes  set  forth  here.   These  programs 
may   be    justified,   if  nt  nil,  only  on  n   short-term  hnsis.  These  guidelines  arc  addressed  to 
ems  of  a   permanent    nature,   Which  are  not  designed  to  be  phased  out  following  an 
Interim   period  of  Controls. 
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•  Specification  Standard-. .  1  rt  potential  risks  so  grave  and  con- 

nce8  so  severe  or  ii  reversible  as  to  rt  qvAre  specification  stand- 
ana  setting?  Is  cither  certainty  of  result  or  a  definite  threshold 
level  of  achievement  considered  essential  in  a  given  area?  II <> ••• 
great  will  be  the  effect*  of  such  standards  on  cost's  and  technology? 

•  Performance  Standards.  Are  the  consequences  less  severe  and 
certainty  of  result  less  ci  ucial.  so  that  performance  standards  may 

be  used  instead  of  specification  standards  enforcement?  Does 
either  technological  complexity  or  the  diversity  of  production 
processes  make  specification  standards  impracticable? 

•  Information  Disclosure.  Will  provision  or  disclosure  of  infor- 
mation to  consumers  provide  an  adequate  safeguard,  so  that  a 
standards  enforcement  approach  need  not  be  used?  How  costly 
o/  difficult  is  it  for  consumers  to  acquire  the  sophistication  or 
knowledge  necessary  to  evaluate  the  necessary  infenvnation?  H on- 
dangerous  are  uninformed  decisions?  Will  the  information  be  pro- 
vided to  all  persons  who  may  be  affected  by  the  product  or  service? 
Will  it  be  understood  and  used  by  such  individuals? 

•  Economic  Incentives.  Are  the  risks  and  the  consequences  of 
unregulated  action  less  severe  than  in  other  cases  requiring  more 
stringent  measures?  Are  higher  levels  of  government-imposed 
costs  likely  to  create  the  desired  incentive?  Are  tlie  means  of  com- 
pliance diverse,  so  that  -flexibility  which  economic  incentives 
would  alloic  is  important? 

•  Direct  Subsidy.  Can  the  goals  of  rate,  entry  and  other  con- 
trols be  alter-natively  accomplished  through  direct  government 
subsidies?  Where  cross  subsidies  or  "invisible*'  subsidies  appear 
to  be  created  by  regulation,,  would  there  be  greater  efficiency  and 
accountability  through  the  use  of  direct  payments,  perhaps  sub- 
ject to  competitive  bidding? 

In  some  cases  just  one  of  these  alternatives  will  be  the  best  approach. 
In  other  cases,  such  as  in  the  cigarette  example  discussed  previously, 
a  combination  of  these  alternatives  could  be  employed.  In  each  case, 
however,  the  answers  to  these  questions  should  determine  the  appro- 
priate means  of  government  intervention  in  the  marketplace. 
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Chapter  Oxe 
INTRODUCTION 

We  conclude  that  much  of  Federal  regulation  is  justified.  However, 
particularly  in  the  economic  area,  certain  changes  are  warranted.  The 
need  for  such  modifications  is  suggested  by  various  causes,  including 
changes  in  the  economy,  lessons  learned  under  a  specific  regulatory 
approach,  or  by  a  lack  of  justification  in  the  first  instance  for  a 
specific  regulation.  Health,  safety  and  environmental  regulation  gen- 
erally has  a  sound  basis  for  some  form  of  continued  controls.  Yet 
there  is  room  for  much  improvement  in  those  areas  as  well.  For 
example,  we  find  that  more  effective  regulatory  approaches  are  avail- 
able to  accomplish  many  of  those  important  objectives. 

In  addition,  we  find  that  all  too  often  basic  regulatory  decisions 
are  based  on  insufficient  analysis  and  consideration  of  alternatives. 
Government  intervention  should  not  occur  merely  because  there  ap- 
pears to  be  a  problem  in  need  of  a  remedy.  Instead,  government  con- 
trols should  be  imposed  only  where  there  is  a  clearly  defined  problem, 
and  where  the  projected  accomplishments  are  both  significant  and 
not  rendered  detrimental  by  serious  adverse  consequence  which 
result  from  that  action. 

We  recognize  that  the  effectiveness  of  Federal  regulation,  at  least 
relative  to  costs  and  burden,  is  now  clearly  a  matter  of  widespread  in- 
terest and  controversy.  While  sometimes  aimed  at  specific  programs, 
popular  dissatisfaction  is  by  no  means  well  focused.  Rather  "bigness", 
"red  tape'-,  "bureaucracy",  "paperwork"  and — perhaps  most  of  all — 
money  spent  are  the  most  often  heard  expressions  of  popular  concern. 
Typically  no  distinctions  are  drawn  among  regulatory  programs,  even 
those  intended  to  protect  consumers  or  workers,  and  government  activi- 
ties in  general.  What  is  known  is  that  government  is  spending  more 
and  increasingly  affecting  the  daily  lives  of  people — all  too  often,  it  is 
thought,  without  clear  and  actual  benefits  in  return  for  such  expense 
and  interference. 

California's  Proposition  13  recently  expressed  that  dissatisfaction 
in  graphic  terms.  Just  months  ago,  in  June  1978,  California  voters 
overwhelmingly  adopted  Proposition  13  which,  by  establishing  limits 
on  local  property  tax  levels,  will  slash  state  revenues  by  perhaps  as 
much  as  $12  billion  annually.  Proposition  13 — characterized  by  many 
as  the  first  major  volley  in  a  taxpayers'  revolt — struck  a  responsive 
chord  and  its  impact  continues  to  be  widely  felt.  As  Newsweek  ob- 
served. "Every  once  in  a  while  something  happens  in  America  that 
galvanizes  its  citizenry  and  shakes  up  the  country."  x  And  that  accu- 
rately describes  the  public  response  to  the  passage  of  Proposition  l.°>. 
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Also  Proposition  13  inspired  a  raft  of  Congressional  proposals,  all 
aimed  in  one  way  or  another  at  reducing  the  costs  of  government.2 
The  popular  titles  of  that  legislation — for  example,  the  "Regulatory 
Cost  Reduction  Act",  "National  Commission  on  a  Balanced  Budget 
Act",  and  the  "Government  Accountability  Act" — illustrate  that  in- 
tended purpose.  Within  weeks  of  Proposition  13's  passage,  measures 
introduced  in  the  Senate  would :  mandate  state  "advisory"  referenda 
on  whether  Federal  spending  should  be  reduced  and  on  whether  a 
balanced  national  budget  should  be  obtained; 3  establish  a  commission 
which  would  as  its  "sole  objective"  recommend  to  Congress  a  consti- 
tutional amendment  to  insure  a  balanced  Federal  budget; 4  limit  in- 
creases in  Federal  budget  outlays  to  existing  real  dollar  levels,  and 
exclude  from  gross  income  for  tax  purposes  an  amount  reflecting  loss 
of  purchasing  power  attributable  to  inflation ;  5  instruct  the  President 
to  provide  to  Congress  a  "report  on  the  management  of  the  Executive 
Branch",  which  would  rank  various  Federal  programs  and  identify 
those  specific  activities  found  to  be  inefficient  or  wasteful ;  6  and  require 
the  Pfe*sidetit  to  submit  recommendations  to  Congress  for  reducing  by 
up  to  5  percent  annually  the  cost  imposed  on  society  by  Federal  regu- 
lations.7 

Proposition  13,  it  is  important  to  note,  should  not  be  viewed  as  an 
isolated  or  phenomenal  event.  Rather,  it  is  but  one,  albeit  very  signifi- 
cant, indicator  of  a  ground-swell  of  public  uneasiness  with  the  pres- 
ent course  of  government  and  the  consequent  burdens  that  are  imposed 
on  citizens.  As  such,  it  is  helpful  to  understand  that  event  in  context, 
something  that  can  be  in  part  illustrated  by  citing  related  though 
coincidental  events  of  about  the  same  time.  This  brief  recital  indicates 
part  of  what  the  public  heard  about  the  cost  and  efficiency  of  govern- 
ment in  about  a  six  week  period  following  the  California  Vote  on 
June  6, 1978 : 

June  15 :  The  U.S.  Supreme  Court  decided  that  the  Endangered  Species  Act  re- 
quired abandonment  of  a  nearly  completed  dam  project,  at  an  estimated  loss  of 
$53  million,  in  order  to  avert  the  threatened  extinction  of  a  three-inch,  tannish 
fish  known  as  the  snail  darter.  As  the  Supreme  Court  suggested,  it  would  be 
"curious  to  some"  that  millions  of  dollars  would  be  lost  in  order  to  save  a  small 
number  of  fish,  the  existence  of  which  was  not  even  known  until  the  dam  was 
nearly  80  percent  complete.  But  that,  in  the  opinion  of  the  Court,  was  what  the 
plain  terms  of  the  Act  required." 

June  16:  The  General  Accounting  Office  announced  its  findings  that  13  Fed- 
eral agencies  spent  almost  $36  million  in  a  three  year  period  in  order  to  comply 
with  the  provisions  of  the  Freedom  of  Information  and  Privacy  acts.  The  lion's 
share  of  those  funds  were  required  for  employees'  salaries.9 

Juno  22  :  The  New  York  Times  reported  that  the  efforts  of  the  Occupational 
Safety  and  Health  Administration  to  protect  the  workplace  safety  of  Fed- 
<m:\1  workers  had  been  to  date  largely  unsuccessful  and,  as  a  result,  sickness 
and  injury  costs  continued  to  skyrocket.  According  to  that  published  report, 
Mich  annual  costs  now  total  some  ,$5  billion  annually  for  compensation,  sick 
pay,  lose  of  worker  time,  damage  to  equipment  and  other  losses.  The  Secretary 
of  Labor  Indicated  that  OSIIA  does  not  at  present  have  the  necessary  legal 
authority  to  reverse  that  situation.10 


■     Star,  June  2<>,  1978,  pp.  Al,  B ». 
|  :-,.-,  (July  SI,  T.'Tm. 
1167  I  In:.-  7    L978). 

and  3168  (June  7.  1078). 
•    1«78). 

•  B   -202  ( Juno  20,  1978). 

Valley   Authority  v.   II ill.   Slip  Op  70-1701.    (S.  Ct.  Juno  15,  1978). 

•  General   Accounting  Office,  "Data  on   Privacy  Act  and   Freedom  of  Information  Act 
Provtri  •!  hy  iv-n-rtii  l.nw  Enforcement  Agencies,"  Juno  10,  1978. 

Lmef,  June  22,  1978,  p.  Al,  15. 


5 

July  7:  Published  reports  indicated  that  the  Labor  Department's  Mine  Safety 
and  Health  Administration  proposed  to  require  that  miners  be  provided  a  self- 
rescue,  breathing  device.  Based  on  industry  statistics,  it  appears  as  though  every 
life  saved  by  that  device  could  cost  about  $6  mi  11  ion. u 

July  10:  It  was  disclosed  that  a  review  conducted  by  the  Council  on  Wage 
and  Price  Stability  of  about  a  dozen  proposed  regulations  indicated  that  the 
private  sector  would  incur  annual  compliance  costs  (if  those  rules  were  issued,  of 
between  $15-$35  billion,  and  capital  costs  of  about  $30-$(K)  billion.  All  of 
winch,  according  to  COWPS  will  "lead  to  further  increases  in  costs  and  prices 
that  exacerbate  the  inflationary  impact."  12 

July  20:  A  study  of  regulatory  compliance  costs  conducted  by  Caterpillar 
Tractor  Company  was  reported.  The  company  stated  that  in  197t>  it  spent  $67 
million  to  comply  with  such  Federal  requirements — an  amount  which  was  about 
V4  of  what  the  company  spent  for  the  purchase  of  raw  steel,  and  either  equaled 
or  exceeded  total  expenses  for  social  security  and  medical  benefits  for  em- 
ployees. Over  90  percent  of  that  cost  was  due  to  regulations  imposed  by  two 
Federal  agencies,  EPA  and  OSHA,  neither  of  which  existed  prior  to  1970.  The 
study  also  indicated:  "Obviously  Caterpillar  as  a  company  does  not  absorb  all 
regulatory  costs.  Most  of  the  costs  are  passed  on  to  the  users  of  our  products 
and  ultimately  to  the  consumer  in  many  forms."  13 

With  news  such  as  that  appearing  day  after  day  it  is  little  wonder 
that  there  is  a  deepening  public  concern  about  the  effectiveness  of 
government  programs,  particularly  those  which  attempt  to  regulate 
business  activities.  More,  probably  much  more,  will  be  heard  on  the 
issues  of  government  cost  in  the  future.  Certainly  it  now  appears  that 
there  will  be  ever-increasing  demands  for  effective  Federal  action  to 
control  costs,  eliminate  wraste,  and  insure  periodic  review7  and  appraisal 
of  existing  programs. 

Responding  to  such  concerns  requires  a  clear  understanding  of  the 
purposes  which  regulation  should  serve,  and  the  relative  merit  of 
alternative  regulatory  instruments.  For  example,  suppose  a  Congres- 
sional purpose  is  to  assure  scheduled  airline  service  to  small  com- 
munities. In  formulating  and  deliberating  on  proposals  for  change, 
Congress  should  be  prepared  to  determine  whether  this  purpose  is 
best  served  by  regulation,  which  fixes  fares  and  restricts  entry,  or 
"whether  other  means,  such  as  direct  subsidies  or  tax  preferences,  would 
serve  better.  In  other  cases,  unfettered  market  operation  might  be  the 
appropriate  alternative.  In  still  other  cases,  providing  informntion, 
enforcing  standards,  imposing  fines  or  charges,  or  attaching  conditions 
to  franchises,  leases  or  other  contracts  might  be  preferable. 

The  purpose  of  this  study  is  to  provide  the  substantive  foundations 
for  meaningful  and  beneficial  regulatory  reform.  It  describes  the 
various  purposes  which  might  be  served  by  regulation,  enumerates 
and  illustrates  possible  benefits  and  costs,  evaluates  alternatives,  and 
analyzes  problems  of  transition  to  new  regulatory  regimes.  The  study 
focuses  on  the  economic  substance  of  regulation,  not  on  procedure. 
Procedural  matters  have  been  addressed  in  the  other  volumes  of  the 
Committee's  Study  of  federal  regulation.  This  volume  is  directed  to- 
ward consideration  of  the  following  questions:  What  aspects  of  eco- 
nomic activity  should  be  regulated?  What  are  the  economic  effects  of 
present  regulation?  How  have  changes  in  technological  and  economic 
conditions  affected  the  appropriateness  of  present  regulation?  What 

u  Now  York  Times,  July  7,  1978,  pp.  Dl  and  D7. 
13  Washington  Star,  July  10,  1978,  p.  A2. 

13  This  Caterpillar  study  was  reported  by  Senator  Percy,  in  the  Congressional  Record, 
July  26,  1978.  pp.  S118S3-4. 
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are  the  merits  of  the  alternatives  to  present  regulation?  What  transi- 
tional problems  might  be  faced  in  moving  to  alternatives  ? 

The  study  is  unique  in  a  number  of  ways.  It  is  the  first  attempt 
by  Congress  to  address  broad  issues  of  the  substance  of  regulation.  It 
attempts  to  synthesize  and  evaluate  a  wide  range  of  often  highly 
technical  economic  literature  to  provide  a  useful  and  up  to  date  pic- 
ture of  rationales,  effects,  and  alternatives.  It  is  also  unique  in  scope-, 
addressing  not  only  standard  or  "old  line"  economic  regulation,  but 
also  the  "newer"  regulation  of  safety,  health  and  environmental 
problems. 

While  many  of  the  costs  of  such  regulation  may  be  quite  visible  in 
government  mandated  capital  investments  and  higher  production  costs, 
the  benefits  may  be  widely  diffused  and  slow  to  materialize.  These  bene- 
fits could  include  cleaner  air  and  water,  and  less  frequent  injury  and 
disease. 

Heightened  concern  with  costs  and,  it  appears,  with  government 
intervention  itself,  has  followed  closely  on  demands  for  more  govern- 
ment action.  This  tension  is  likely  to  be  with  us  for  some  time.  And  as 
A  extends  its  inventory  of  health  hazards,  as  the  CPSC  begins 
more  vigorously  to  promulgate  standards  and  ban  hazardous  products, 
and  as  the  FTC  begins  more  active  use  of  its  rule  making  powers  in 
consumer  protection  areas,  the  tension  between  these  competing  objec- 
t  ives  is  likely  to  increase.  Regulation's  impact  will  become  more  visible 
to  all  workers,  businessmen,  and  consumers. 

And,  as  with  economic  growth,  rising  incomes,  and  new  problems. 

many  segments  of  society  will  come  to  demand  greater  protection  of 

safety,  health  and  environmental  concerns,  so  many  of  the  tradeoffs  be- 

I  ween  these  and  other  aspects  of  human  welfare  and  living  standards 

>me  more  apparent. 

This  heightening  of  concern  will  bring  increasing  demands  for  Con- 
gressional  actio]]  to  reform  regulation.  Some  will  advocate  extension 
and  tightening  of  regulations;  oiher.  particularly  in  the  business  com- 
munity, are  likely  to  demand  relaxation  and  greater  reliance  on  "mar- 
ket forces."  Effective  response  to  these  challenges  requires  clear  Con- 
gressional understanding  of  the  merits  and  failings  of  private  market 
operation,  the  relative  efficacy  of  present  and  alternative  regulatory 
mechanisms,  and  problems  of  transition  to  new  regulatory  regimes. 
]        report  attempts  to  address  these  vital  needs.14 

Such  an  understanding  of  the  underlying  problems  and  alternative 
a  'liit  ions  is  also  needed  so  that  Congress  can  design  regulation  to  allow 
for  and  evolve  with  technical  and  economic  change,  which  in  turn 
renders  many  regulations  obsolete  or  ineffective.  Very  often  change 
requires  reappraisal  and  modification  of  regulatory  controls,  and  we 
hope  this  examination  provides  the  framework  Congress  needs  prop- 
erly to  design  those  alterations  in  regulation. 

in  spite  of  the  large  number  of  regulatory  agencies  and  public  enter- 
prises the  American  economy  is  still  preponderantly  one  of  private 

'4  It  is,  of  course,  (mo  thai  the  need  for  procedural  reform  and  streamlining  will  con- 
tinue to  be  critically  Important,  it  is  also  true  that,  by  reducing  delay  and  other  prob- 
lems, Procedural  reform  can  mitigate  complaints  <>f  undue  costs  or  failure  to  n t  social 

objectives.  The  focus  of  this  report  is.  concerns  the  basic  issues  or  the  proper  scope  ami 
Federal    regulation.    Previous    volumes   of    this    stn.lv   address   issues   of   delav 
-  >t,  quality   of  appointments,  overlap  anion-   Federal   agencies    and 
c  particlpal 


enterprise.  Most  consumption,  production,  and  investment  decisions 
are  made  by  private  firms  and  individuals  operating  on  generally 
unregulated  markets.  Increasingly,  these  decisions  occur  in  a  context 
defined  by  explicit  regulation  governing  such  areas  as  the  use  of  en- 
vironmental resources,  the  health  and  safety  aspects  of  working  con- 
ditions, and  product  safety. 

And  in  some  markets — including  railroads  and  oil — private  de- 
cisions are  supplemented  or  supplanted  by  explicit  regulatory  con- 
trols on  prices,  rates  of  return,  investment,  and  product  quality.  The 
general  topics  of  this  report  are  the  proper  "mix*'  of  private  and  pub- 
lic decisionmaking  in  the  mixed  economy,  and  the  proper  mix  of 
alternative  means  of  public  decisionmaking.  The  stage  for  this  dis- 
cussion is  best  set  by  looking  briefly  at  the  case  for  unregulated  private 
markets. 

Reduced  to  fundamental  terms,  any  society  must  provide  answers 
to  three  basic  economic  questions:  What  shall  be  produced?  How 
shall  it  be  produced  (  For  wnom  shall  it  be  produced  \  Market  organiza- 
tion is  one  way  of  providing  answers  to  these  questions.  Other  met 
include  tradition,  and  command  or  centralized  planning.  All  societies 
use  differing  mixtures  of  these  three  basic  methods.  The  United  States, 
is  in  many  respects  close  to  a  full  market  economy,  though  elements  of 
tradition  (for  example,  parents  support  their  children)  and  cen- 
tralized decisionmaking  (for  example,  the  activities  of  the  Federal 
Keserve  Board  and  federal  setting  of  minimum  wages)  are  also 
important. 

There  is  a  strong  case  for  private  decisions  in  free  markets.  When 
markets  are  competitive  and  participants  well  informed,  firms  are 
forced  to  produce  those  goods  for  which  consumers  are  willing 
to  pay,  and  to  do  so  at  minimum  cost.  Firms  that  do  otherwise  experi- 
ence losses  and.  if  they  persist,  bankruptcy.  Products  are  offered  in  a 
range  of  varieties  and  qualities,  as  determined  by  consumer  tastes  and 
incomes  and  by  costs  of  production.  Shortages,  are  eliminated  auto- 
matically either  through  rationing  by  price  ov  incentives  offered  to  ex- 
pand production  of  scarce  commodities.  The  prospect  of  profits  pro- 
vide a  strong  inducement  to  find  and  exploit  new  products  and  tech- 
niques. More  generally,  decisions  are  made  by  those  directly  concerned, 
and  by  those  with  specific  knowledge  of  the  situation.  The  flexibility  of 
the  market  system  and  its  adaptability  to  change  provides  the  most 
general  case  for  private  decisions  on  free  markets. 

However,  the  market  economy  cannot  always  work  either  perfectly 
or  to  the  satisfaction  of  all  concerned.  First,  the  market  may  fail  to 
achieve  efficiency — to  deploy  society's  scarce  resources  so  that  the  most 
valued  mix  of  products  is  produced  at  minimum  cost.  These  "market 
failures" — or  failure  of  unregulated  markets  to  achieve  efficiency — 
may  arise  for  a  variety  of  reasons,  including  monopoly,  costly  or  im- 
perfect producer  or  consumer  information,  and  externalities — that  is, 
spillovers  such  as  air  pollution.  As  discussed  later  in  this  study,  all  of 
these  conditions  can  lead  to  situations  in  which  the  private  benefits  or 
costs  which  direct  the  activities  of  firms  and  individuals  differ  from 
benefits  or  costs  to  all  individuals  and  firms  taken  together.  Yet.  these 
total  or  "social"  benefits  and  costs  should  guide  economic  activity. 
There  is  then  a  potential  role  for  government  action  to  correct  the  im- 
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balance.  These  imbalances  can  be  in  a  number  of  forms:  monopoly 
can  lead  to  underproduction  of  particular  goods  and  services ;  so  too, 
allowing  free  use  of  the  environment  for  waste  disposal  leads,  predict- 
ably, to  overuse  of  this  scarce  resource  and  undue  damage  to  public 
health  and  welfare  and  poor  worker  information  on  safety  hazards 
can  lead  to  employment  under  dangerous  conditions.  Some  form  of 
regulation  is  one  means  of  correcting  such  "market  failures,"  though 
it  is  not  the  only  option  available. 

Market  results  may  be  unacceptable  even  when  no  "failures  to 
achieve  efficiency"  exist.  Efficient  market  results  based  on  willingness 
to  pay  and  on  production  costs  may  appear  unfair  if,  for  example, 
rural  consumers  must  pay  more  for  phone  service  than  urban,  or  if 
owners  of  oil  and  natural  gas  properties  gain  from  OPEC  price  escala- 
tion. So  too,  consumers  and  workers  may  collectively  demand  more 
protection  from  health  or  safety  hazards  than  might  seem  perfectly  effi- 
cient in  market  terms.  Such  demands  may  seek  to  lessen  the  burden  of 
decision  making  costs,  or  protect  particular  segments  of  the  popula- 
tion. Private  market  actions  may  not  take  sufficient  account  of  national 
concerns,  such  as  energy  independence  or  security  needs.  As  with 
problems  of  "market  failure"  to  reach  efficiency,  regulation  of  some 
form  is  but  one  of  several  available  options. 


Chapter  Two 
THE  CONDITIONS  FOR  REGULATION 

A.  Market  Failures:  Conditions  Under  Which  Regulation  Can 

Increase  Efficiency 

Unregulated  competitive  markets  can,  under  proper  circumstances, 
result  in  an  efficient  allocation  of  resources.  The  firms  competing  in 
such  markets  will  produce  those  goods  on  which  consumers  place 
the  highest  value  in  the  quantities  that  consumers  are  willing  to  pay 
for  and  by  methods  that  minimize  production  costs.  Yet,  the  real  world 
economic  system  contains  many  cases  of  market  failure — cases  where 
markets  do  not  operate  efficiently  for  one  or  more  of  several  reasons.  A 
common  response  to  such  market  failure,  both  actual  and  perceived, 
has  been  regulation,  though  there  have  been  other  reasons  for  regula- 
tion as  well.  The  purpose  of  this  section  is  to  review  the  major  justifi- 
cations for  Federal  regulation. 

1.  Natural  monopoly 

The  classic  case  for  regulation  is  natural  monopoly.  If  in  some  in- 
dustry cost  per  unit  output  falls  until  the  efficient  size  of  operations  fills 
all  or  most  of  the  market  then  competition  may  not  be  workable.  Com- 
petition is  apt  to  be  short  lived  and  unstable  because  even  if  there  is 
more  than  one  producer  in  the  market  at  one  time,  the  larger  firm  will 
enjoy  lower  costs  and  will  be  able  ultimately  to  win  the  entire  market 
from  its  smaller,  less  efficient  rivals.  Moreover,  from  the  point  of  view 
of  efficiency,  monopoly  is  probably  preferable  to  competition  in  a  de- 
creasing cost  industry.  This  is  true,  because  an  industry  made  up  of  a 
number  of  small  firms  would  have  higher  cost  per  unit  than  a  single 
monopolist  would.1 

However,  most  people  find  unregulated  monopoly  unacceptable.  A 
monopolist  may  be  able  to  set  prices  well  above  cost,  which  has  two  un- 
desirable effects :  It  enriches  the  monopolist  at  the  expense  of  the  rest 
of  society,  and  it  may  also  result  in  too  little  output.  Consumers  would 
be  willing  to  pay  the  cost  of  additional  output,  but  the  monopolist  may 
be  unwilling  to  reduce  his  price  enough  to  sell  the  extra  output.  In 
addition,  an  unregulated  monopolist  might  find  it  profitable  to  dis- 
criminate in  price.  That  is,  he  might  charge  higher  prices  for  those 
whose  demand  is  relatively  unresponsive  to  price.  The  public  has  often 
objected  to  such  price  discrimination  as  unfair:  however,  bv  providing 
incentive  to  expand  output,  discrimination  could  alleviate  the  efficiency 
effects  of  monopoly  restrictions. 

Thus,  decreasing  cost  industries  present  society  with  a  dilemma. 
Competition  in  such  industries  is  unstable  and  inefficient,  but  unreg- 

1  Somp  might  object  to  attaining  efficiency  at  the  cost  of  hicrh  profits  to  the  monopolist. 
And.  shielded  from  competitive  pressures,  monopolies  may  become  soft  and  inefficient. 

(9) 
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ulated  monopoly  can  result  in  high  prices  and  discrimination.  Eegula- 
tion  is  a  common  means  of  resolving  that  dilemma.  Its  presumed  pur- 
pose is  to  permit  or  even  require  monopoly,  while  controlling  prices  to 
avoid  excessive  profits  und  undesirable  price  discrimination. 

Decreasing  costs  occur  in  many  regulated  industries.  Commonly, 
the  economies  are  attributable  to  high  density  of  service  along  a  pipe- 
line or  wire  or  route.  More  than  one  firm  offering  service  along  the 
same  route  may  very  well  result  in  duplication  of  facilities  and  higher 
costs  per  unit.  On  the  other  hand,  a  monopoly  on  a  given  route  need  not 
require  firms  that  are  absolutely  large,  or  that  dominate  entire  national 
markets.  And.  as  demand  grows,  the  market  may  expand  sufficiently 
to  hold  several  efficient  firms. 

Some  of  the  most  widely  accepted  cases  of  decreasing  cost  industries 
are  local  distribution  utilities  such  as  electricity,  gas,  water,  telephone, 
and  cable  TV,  where  parallel  distribution  systems  would  entail  duplica- 
tion and  presumably  higher  costs  as  a  result.  Cost  per  unit  is  lower 
the  more  electricity,  gas,  water,  and  so  forth  is  sold  per  mile  of  line. 
Even  in  these  cases,  however,  large  absolute  size  is  not  usually  re- 
quired. Small  monopoly  systems  serving  small  communities  appear 
to  lose  little  or  nothing  compared  with  those  serving  large  commu- 
nities. Moreover,  related  lines  of  business  such  as  natural  gas  produc- 
tion and  electric  generation  are  probably  not  natural  monopolies. 

Outside  of  local  distribution  utilities,  which  are  generally  regu- 
lated at  the  State  rather  than  the  Federal  level,  the  main  cases  of 
"natural  monopoly"  are  oil  and  gas  pipelines,  electricity  transmission 
and.  to  an  extent,  long  distance  telephone  service.  For  example,  total 
pipeline  construction  costs  are  roughly  proportional  to  the  circum- 
ice  of  the  pipe  and  therefore  to  its  radius,  while  the  volume  of  gas 
or  oil  the  pipeline  can  transmit  is  proportional  to  the  pipeline's  cross* 
sectional  area  and  therefore  to  the  square  of  its  radius.  Since  the  square 
of  the  radius  increases  more  rapidly  than  the  radius,  it  follows  that 
cost  per  unit  decreases  continuously  ps  the  pipeline's  capacity  increases. 
Indeed,  this  understates  the  economies  of  large  diameter  pipe  because 
friction  in  transmitting  oil  and  gas  is  also  reduced  as  capacity  grows, 
and  because  the  amount  of  right-of-way  needed  is  practically  the  same 
dless  of  pipe  capacity.2 

The  natural  conclusion  is  that  the  lowest  cost  way  to  transmit  oil 
s  between  two  points  is  through  a  single  large  diameter  pipeline. 
However,  there  may  still  be'  room  for  some  competition  if  a  consuming 
center  is  supplied  from  more  than  one  gas-  or  oil-producing  area. 

The  case  of  electric  transmission  is  similar.  Transmission  line  con- 
struction cost  rises  approximately  proportionately  with  voltage  while 
I  mission  capacity  rises  with  the  square  of  voltage  so  that  unit 
transmission  costs  fall  as  capacity  rises.3  Moreover,  line  losses  also  de- 
ns voltage  increases.  It  follows  that  the  lowest  cost  of  transmis- 
sion between  two  points  is  with  a  single  high  Voltage  transmission  line 
and  that  the  possibilities  of  competition  in  transmission  are  therefore 
extremely  limited. 

Tn  other  areas,  technical  change  has  eliminated  natural  monopolies 
thai  once  existed.  The  economies  of  scale  in  railroading  are  mixed.  A 


Cookenboo,  "Crude  on  Pipelines  and  Competition  In  the  on  Industry,*'  TTnrvnrrt 
University  Press.  1!>.".~,  im.  R  32:  Alfred  E.  Knhn.  "The  Economics  of  Regulation,"  vol.  II. 
John  Wiley  and  Sons,  1971,  p.  IBS. 

3  Federal  Power  Commission,  '"1070  National  Power  Survey,"  p.  I-14-1T5. 
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number  of  statistical  studies  have  shown  that  moderate  sized  railroads 
are  as  efficient  as  large  ones,4  but  the  differences  among  them  are  main- 
ly a  matter  of  distances  covered  and  number  of  points  connected.  What 
counts  in  determining  the  feasibility  and  efficiency  of  competition  is 
the  effect  of  increased  traffic  on  costs  over  any  given  route.  Greater 
traffic  will  mean  more  and  longer  trains  over  the  same  right-of-way 
and  therefore  lower  costs  at  least  until  two  tracks  are  fully  utilized.5 
This  implies  that  a  single  line  would  provide  service  at  less  cost  on  most 
routes. 

When  rail  regulation  began  in  1887,  the  largest  cities  were  connected 
by  more  than  one  railroad,  but  thousands  of  communities  were  served 
by  only  one.  Therefore,  competitive  possibilities  were  very  limited  in 
most  city-pair  markets.  The  opportunities  for  competition  among  the 
railroads  are  still  limited,  but  the  situation  has  changed  completely 
since  the  19th  century  due  to  trucking  and  the  development  of  an  effi- 
cient highway  system.  As  a  result,  railroads  today  face  intense  competi- 
tion from  trucks  on  most  of  the  freight  they  haul.  Even  if  competition 
among  themselves  must  be  limited,  competition  from  truckers  assures 
that,  on  most  routes  and  for  most  commodities,  no  monopoly  of  any 
significance  can  exist  for  the  railroads  today. 

Long-lines  telephone  service  is  another  area  where  technical  change 
has  partially  eroded  a  natural  monopoly.  In  the  early  1940*s.  total 
long-line  capacity  was  fairly  limited.  For  instance,  there  were  only  800 
circuits  connecting  Philadelphia  and  New  York.  At  that  time  the 
lowest  cost  method  of  connecting  even  the  largest  cities  was  with  a 
single  coaxial  cable.  Since  then  demand  has  grown  enormously.  A 
single  network  television  transmission  requires  500  circuits.  By  the  lr>te 
IPSO's.  there  were  79,000  circuits  connecting  New  York  and  Phila- 
delphia. At  the  same  time,  microwave  relays  had  developed.  Micro- 
wave transmission  costs  approach  a  minimum  at  about  1,000  to  1.200 
circuits,  so  there  is  room  for  a  number  of  efficient  microwave  trans- 
mission companies  connecting  large  cities.6 

The  Federal  Communications  Commission  has  required  the  local 
telephone  systems  to  interconnect  with  independent  microwave  car- 
riers.7 These  carriers  now  offer  leased  line  and  data  transmission  serv- 
ice in  direct  competition  with  the  Bell  system  between  large  cities.  This 
new  competition  has  resulted  in  a  major  restructuring  of  Bell  system 
leased  line  rates.  Yet  still  newer  technology  using  satellites  can  offer 
competitive  leased  line  service  to  any  community  large  enough  to  jus- 
tify an  earth  station.  Individual  message  service  remains  a  monopoly, 
however,  because  of  the  difficulty  of  coordinating  long-lines  and  local 
switching. 

A  third  area  where  technical  change  has  made  some  competition 
possible  is  in  the  generation  of  electricity.  Until  the  1960's  line  losses 
made  very  long  distance  transmission  of  power  uneconomical,  but  with 


*  Georere  Borts.  "The  Estimation  of  Rail  Cost  Functions."  Eeonometrica.  January  1960; 
and  Kent  Healy,  "The  Effects  of  Scale  in  the  Railroad  Industry,"  Yale  University  Pre^s, 
1961. 

5  James  R.  Nelson.  "Regulation  of  Overland  Movements  of  Freight,  in  appendix  to  this 
volume:  Theodore  E.  Keeler,  "On  the  Economic  Impact  of  Railroad  Freight  Regulation." 
Center  for  the  Study  of  American  Business,  Washington  University,  Working  Paper  No. 
17.  November  1976.  pp.  20-25. 

a  This  discussion  is  derived  from  Leonard  Waverman.  "Regulation  of  Intercity  Tele- 
communications," in  Almarin  Phillips,  ed.,  "Promoting  Competition  in  Regulated  Markets," 
Brookings.  1975.  pp.  209-233. 

7  In  re  Microwave  Communications,  Inc.,  18  FCC  953  (1969)  and  Specialized  Common 
Carrier  29  FCC  2d  (1971). 
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the  much  higher  voltages  that  are  used  today  it  has  proven  profitable 
to  transmit  as  far  as  850  miles  (from  the  Columbia  River  to  Los 
Angeles) .  In  the  more  densely  populated  parts  of  the  country  all  major 
utilities  are  interconnected,  and  it  is  technically  feasible  for  plants 
anywhere  in  a  wide  area  to  supply  any  consuming  center  connected 
with  the  transmission  network.  As  a  result  all  the  plants  in  a  region 
could  compete  for  the  service  to  the  distribution  system  serving  any 
particular  city.  In  fact,  very  little  such  competition  has  developed, 
largely  because  the  bulk  of  the  local  distribution  systems  (which  really 
are  natural  monopolies)  are  owned  by  the  generating  companies  that 
serve  them.8 

Airlines  are  even  less  appropriately  pictured  as  natural  monopolies. 
"We  could  apparently  have  several  dozen  airlines  without  sacrificing 
any  efficiency.9  On  individual  routes  there  might  be  room  for  only  a 
few,  but  the  ease  with  which  other  airlines  could  enter  any  particular 
major  city-pair  route  in  the  absence  of  regulatory  restraints  would  put 
severe  limits  on  the  monopoly  power  of  the  firms  that  served  that  route. 
Even  in  the  absence  of  regulation,  however,  many  smaller  cities  would 
be  served  by  only  one  airline  as  most  of  them  are  now,  but  on  short 
routes  the  monopoly  power  of  such  a  carrier  would  be  slight  because 
of  competition  from  surface  transportation. 

The  trucking  industry  has  never  been  considered  a  natural  monop- 
oly. There  are  virtually  no  economies  of  scale  for  shipments  of 
truckload  lots.  Small  firms  have  little  or  no  disadvantage  compared 
with  firms  that  operate  a  number  of  rigs.  In  fact,  thousands  of  in- 
dependent owner-operators  compete  successfully  with  larger  firms  for 
much  of  the  business.  However,  a  large  part  of  the  common  carriers' 
business  is  less-than-truckload-lot  service,  and  there  are  some  economies 
of  scale  here.  Less-than-truckload-lot  trucking  involves  the  operation 
of  terminals  where  freight  is  accumulated  for  shipment  to  particular 
points.  A  firm  with  larger  volume  can  accumulate  full  loads  more 
rapidly.  Although  quite  small  firms  (a  few  million  dollars  of  annual 
revenue)  can  operate  terminals  efficiently,10  there  is  reason  to  believe 
that  shippers  prefer  to  deal  with  single  trucking  firms  instead  of  hav- 
ing their  freight  interlined  (transferred  from  one  trucker  to  the  next) . 
Absent  regulatory  controls,  the  less-than-truck-load-lot  freight  indus- 
try might  be  made  up  of  far  fewer  than  the  present  15,000  common 
carriers.  It  is  difficult  to  imagine  that  it  would  be  more  than  moderately 
concentrated  in  major  markets,  however.11 


8  Leonard  W.  Weiss.  "Antitrust  in  the  Electric  Power  Industry,"  in  Almarin  Phillips, 
ed.,  Promoting  Competition  in  Regulated  Industries,  ih>.  135—155. 

There  arc  substantial  economies  of  Bcale  in  generation,  but  recent  studios  show  thai  they 
arc  exhausted  at  a  point  that  would  still  leave  room  for  several  dozen  efficient  Biased  gen- 
erating companies  in  the  country,  The  most  efficient  size  of  generating  company  is  nnout 
the  size  of  Duke  Power  or  Potomac  Electric  Power.  See  Laurits  Phiistensen  and  William 
,  "Economies  of  Scale  in  United  States  Electric  Power  Generation."  Journal  of 
Political  Economy,  August  1976,  pp.  655-676. 

"Theodore  Keeler,  "Domestic  Trunk  Airline  Regulation:  An  Economic  Evaluation"  in 
appendix  to  this  volume. 

'"An  unpublished  statistical  analysis  done  by  Ricbard  Klein  of  the  Department  of 
Transportation  studied  359  general  freight  common  carriers  which  received  90  percent  of 
their  revenue  from  Intercity  freight  in  p. 71.  it  showed  costs  per  shipment  reaching  a  mini- 
mum  in   firms  with   total   cost   of  about  $7  million  and  were  higher  for  larger  firms? 

11  Darvi  Wyckoff,  "Factors  Promoting  Concentrat  on  of  Motor  Carriers  under  Deregula- 
tion", Proceedings-— Fifteenth  Annual  Meeting,  Transportation  Research  Forum,  u>74, 
pp.  i   <■>• 

After  trucks  were  deregulated  in  Australia.  5  freight  forwarders  developed  who  han- 
dled (;7  percenl  of  the  country's  motor  freight.  After  deregulation  in  Britain,  3  firms 
acquired  about  •_'»>  percenl  of  the  market.  Both  countries  are  economically  much  smaller 
than    the    United    States,    however,   and    neither   has   the  antitrust    check   on   concentration 

growth  via  mergers  that  we  have. 
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#.  Destructive  competition 

A  second  justification  sometimes  offered  for  regulation  is  that  in  the 
absence  of  regulation  competition  would  be  "destructive."  In  other 
words,  without  regulation,  an  industry  or  a  major  part  of  it 
might  operate  at  a  loss  for  long  periods.  Alternatively  the  industry 
might  be  so  cyclical  that  capacity  would  fluctuate  wildly.  This  could 
occur  in  an  industry  where  a  large  proportion  of  costs  are  fixed  and 
where  the  resources  employed  by  the  industry  are  immobile.  When 
there  is  excess  capacity  in  a  competitive  industry  with  these  charac- 
teristics price  can  fall  far  below  average  cost.  This  is  because  indi- 
vidual producers  minimize  their  losses  by  continuing  to  produce  so 
long  as  their  variable  (avoidable)  costs  are  covered,  since  they  would 
incur  their  fixed  (overhead)  costs  whether  they  produced  or  not.  If 
most  costs  are  variable,  price  cannot  fall  much  below  average  cost 
because  producers  would  certainly  curtail  production.  Similarly,  if 
resources  are  mobile,  depressed  conditions  in  an  industry  or  a  region 
would  result  in  the  shift  of  resources  to  other  employments.  Industries 
with  high  fixed  costs  and  immobile  resources  include  agriculture  and 
coal  mining.  In  the  1930's  they  were  characterized  as  "sick  industries." 

What  is  "destructive"  about  large  and  long-lasting  losses?  Some 
economists  have  suggested  that  they  would  result  in  long  periods  of 
inadequate  investment  and  slow  technical  progress  which  in  turn 
might  lead  to  poor  service  and  periodic  shortages.12  The  poor  physical 
condition  of  the  eastern  railroads  after  years  of  losses  and  widespread 
bankruptcies  might  be  an  example. 

Another  scenario  that  has  sometimes  been  suggested  is  that  periods 
of  large  losses  will  result  in  wholesale  bankruptcies  and  the  shakeout 
of  many  small  producers  with  the  result  that  the  industry  in  ques- 
tion becomes  highly  concentrated  in  a  few  large  firms.  For  example, 
this  was  predicted  when  the  Securities  and  Exchange  Commission  re- 
quired competitive  brokerage  rates.  While  some  consolidations  have 
occurred  the  industry  has  not  become  highly  concentrated.13 

A  third  and  related  notion  is  the  possibility  that  powerful  firms 
might  engage  in  predation.  In  other  words,  they  might  temporarily 
reduce  prices  to  very  low  levels,  possibly  below  average  variable  costs, 
with  the  intention  of  driving  weaker  firms  out  of  the  industry.  Then, 
after  attaining  a  dominant  position,  they  would  switch  to  a  high 
monopoly  price.  Economists  are  generally  skeptical  about  this  pos- 
sibility. Since  it  necessarily  involves  large  losses  at  first  and  profits 
only  much  later,  the  subsequent  profits  would  have  to  substantially 
exceed  the  previous  losses  in  order  to  be  worthwhile.  Generally  it 
would  be  more  profitable  for  the  powerful  firms  to  collude  or  merge 
with  the  weaker  firms — but  if  the  industry  is  fully  subject  to  the 
antitrust  laws,  collusion  and  monopolistic  merger  would,  of  course,  be 
illegal.  Collusion  and  merger  aside,  predation  would  still  not  be  profit- 
able if  entry  into  the  industry  is  easv.  This  is  because  with  easy  entry, 
subsequent  profits  cannot  substantially  exceed  competith'e  levels  with- 
out attracting  new  competitors.  Predation  could  not  possibly  be 
rational  in  industries  like  trucking,  brokerage,  or  gas  stations  w'here 

12  Alfred  E.  Kahn,  'The  Economics  of  Regulation,"  vol.  II.  pp.  172-178. 

13  Hans  Stdll,  "Regulation  of  Securities  Markets:  An  Examination  of  the  Effect  of 
Increased  Competition"  in  appendix  to  this  volume. 
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entry  is  very  easy  or  would  be  in  the  absence  of  regulation.  It  might  be 
profitable  if  new"  entry  were  blockaded,  as  might  be  the  case  with  large 
economies  of  scale  or  very  strong  consumer  loyalties  to  the  powerful 
firms,  but  the  most  serious  barriers  to  entry  in  the  regulated  indus- 
tries are  the  regulatory  licensing  requirements  themselves.  Even 
absent  regulation,  predation  would  probably  be  rare.  Careful  empirical 
studies  have  revealed  very  few  cases  of  predation  in  the  unregulated 
industries  since  1890.14 

Finally,  even  if  there  is  no  harm  to  society  as  a  whole,  competition  in 
industries  with  high  fixed  costs  and  immobile  resources  may  be  more 
painful  for  those  in  the  industry  than  Congress  will  accept.  This  is  a 
reasonable  interpretation  of  our  maintenance  of  standby  price  sup- 
ports in  agriculture. 

Would  presently  regulated  industries  be  characterized  by  "destruc- 
tive competition"  in  the  absence  of  regulation?  Table  2-1  shows  the 
ratio  of  assets  to  revenues  in  the  regulated  industries  and  in  selected 
manufacturing  industries.  Capital  costs  are  generally  fixed  and  capital 
is  often  immobile  in  the  short  run,  so  high  values  for  this  ratio  may  be 
symptomatic  of  potentially  "destructive"  competition.  Capital  costs 
are  high  in  many  regulated  industries.  However,  competition  in  the 
absence  of  regulation  would  be  important  in  airlines  and  trucks. 

Table  2-1.  Total  assets  as  'percentages  of  annual  sales  in  selected  industries, 

1972-75 

Unregulated :  Percent 

Motor  vehicles  and  equipment 58 

Textile  mill  products 63 

Primary  iron  and  steel 98 

Petroleum    refining 127 

All    manufacturing 76 

Regulated : 

Class  A  and  B  electric  utilities 389 

Class  A  telephone  carriers a327 

Class  I  railroads 263 

Natural   gas   pipelines 225 

Trunk  airlines   (1973) 134 

Class  1  and  II  common  carrier  truckers   (1973) 20 

1  Figure  is  for  gross  book  cost  of  communications  plant  divided  by  operating  revenue. 

Source:  Federal  Trsule  Commission,  Quarterly  Financial  Report,  United  States  Manufac- 
turing Corporations.  First  Quarter.  1073:  Moody's  Public  Utilities  and  Transportation 
Manuals.  5  974.  Aviation  Daily,  Airlines  Statistical  Annual  and  ICC,  Transportation  Statis- 
tics of  the  United  States,  1973. 

The  railroads  were  marked  by  severe  price  wars  in  the  19th  century, 
and  a  major  purpose  of  regulation  was  to  end  that  price  competition.15 
Today,  many  railroads  are  burdened  by  huge  excess  capacity  partially 
due  to  the  ICC's  reluctance  to  permit  abandonment  of  unprofitable 
service.  In  some  parts  of  the  country,  such  as  the  Northeast,  where 
large-scale  mergers  have  oocured,  the  possibility  of  interline  price 
competition  is  slight.  But  there  are  still  important  cases  of  competing 
railroads  elsewhere.  And  in  these  cases,  if  deregulation  occurred,  the 
existing  excess  capacity  could  lead  to  serious  rate  wars.  This,  in  turn, 
could  result  in  bankruptcies,  inadequate  maintenance,  and  deteriora- 
tion of  rail  service. 

"Roland  B.  KoHer  IT.  "The  Myth  of  Predatory  Tricing:  An  Empirical  Study,"  Antl- 
Trnsl  Law  and  Economics  Review,  summer,  1971. 

"Taul  W.  MacAvoy,  "The  Economic  Effects  of  Regulation,"  MIT  Press,  1965 
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In  all  parts  of  the  country,  whether  or  not  they  face  competition 
among  themselves,  the  railroads  face  intense  competition  with  trucks. 
Regulation  has  not  prevented  this  competition,  which  accounts  for  the 
poor  financial  condition  of  the  railroads  today.  It  seems  doubtful 
whether  truck-rail  competition  would  be  any  more  intense  in  the 
absence  of  regulation. 

"Destructive  competition"  seems  even  more  unlikely  in  the  cases 
of  airlines  and  trucks.  Their  capital-revenue  ratios  are  much  lower 
than  those  of  the  railroads.  Moreover,  their  capital  is  much  more 
short-lived  than  railroad  equipment,  and  it  is,  by  its  very  nature, 
highly  mobile.  Excess  capacity  in  any  one  region  could  quickly  be 
eliminated  by  the  transfer  of  aircraft  or  trucks  to  other  regions  or, 
in  the  case  of  airplanes,  even  outside  the  country. 

Also,  more  than  half  of  the  trucking  industry  is  already  exempt 
from  regulation.  This  is  true  of  private  trucking,  where  firms  haul 
their  own  goods,  and  of  trucks  that  haul  agricultural  products.  Even 
in  the  regulated  sector  of  trucking,  a  large  proportion  of  the  trucks 
are  owned  by  independent  owner-operators  who  compete  among  them- 
selves in  leasing  their  trucks  and  their  services  to  the  common 
carriers.16  In  spite  of  the  highly  competitive  organization  of  most  of 
the  industry,  it  has  shown  no  evidence  of  "destructive  competition". 

Much  of  the  concern  about  "destructive  competition"  dates  from  the 
great  depression  of  the  1930's.  At  that  time,  it  was  one  of  the  argu- 
ments for  regulation  in  both  trucking  and  airlines.17 

The  fact  is  that  competition  was  very  severe,  and  the  economic 
climate  unfavorable,  in  almost  all  lines  of  business  during  the  1930's. 
Today,  with  the  national  commitment  to  maintaining  high  levels  of 
employment  and  output,  there  is  little  reason  to  expect  exceptionally 
severe  competition  in  either  trucking  18  or  airlines. 

Moreover,  not  all  losses  and  bankruptcies  are  bad.  They  do  serve  to 
weed  out  the  inefficient  firms  and  eliminate  excess  capacity.  A  great  ad- 
vantage of  a  competitive  private  enterprise  economy  is  that  it  compels 
firms  to  produce  what  the  public  wants  at  the  least  cost  possible.  Thus 
losses  by  firms  with  high  costs  or  with  great  excess  capacity  are  gen- 
erally in  the  public  interest.  They  force  firms  to  adopt  efficient  produc- 
tion techniques  and  to  shift  out  of  industries  where  capacity  greatly 
exceeds  demand.  And  low  prices  encourage  fuller  use  of  existing  capac- 
ity. One  of  the  problems  with  regulation  is  that  it  often  protects  firms 
from  having  to  make  such  adjustments.  As  such,  regulated  firms  un- 
derstandably are  prone  to  read — and  publicize — most  threats  of  loss 
as  symptoms  of  destructive  competition. 

3.  Regulation  to  force  decisionmakers  to  take  full  account  of  the  costs 

of  their  actions — Dealing  with  external  costs 

A  third  justification  for  regulation  arises  when  there  are  external 
costs — costs  that  fall  on  persons  other  than  those  who  cause  them. 

16D.  Daryl  WyekoiT  and  David  H.  Maister,  "The  Owner-Operator:  Independent  Trucker," 
Lexington  Books,  1975. 

"In  tracking,  many  independent  drivers  had  acquired  second  hind  trucks  and  were 
billing  to  provide  service  for  very  low  rates  because  thev  had  no  alternative  employment 
opportunities  (Alfred  E.  Kahn,  "Economics  of  Regulation."  Volume  II,  1971.  pp.  178-193). 
In  airlines  the  competing  firms  had  bid  for  new  routes  by  ofToring  v'erv  low  postal  rates 
anticipating  that  resulting  losses  would  be  made  up  by  larger  subsidies  subsequently. 
(Richard  E.  Caves.  "Air  Transport  and  Its  Regulators," 'Harvard  University  Press.  1962, 
p.  3S4).  Neither  condition  would  apply  today. 

18  In  Britain,  where  the  trucking  industry  was  deregulated  in  196S,  tbere  was  no 
evidence  of  destructive  competition  in  the  period  that  followed.  Thomas  G.  Moore,  "Truck- 
ing Regulation — Lessons  from  Europe,"  American  Enterprise  Institute,   1976.  pp.   33-35. 
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Examples  are  air  and  water  pollution.  A  mill  that  produces  a  great 
deal  of  smoke  and  soot  imposes  costs  on  its  neighbors  in  the  form  of 
polluted  air,  bad  health,  and  unsightly  surroundings. 

Since  these  costs  do  not  fall  primarily  on  the  firm  that  causes  them, 
the  polluter  may  choose  to  ignore  them.  If  they  did  fall  on  the  firm, 
the  polluter  would  attempt  to  minimize  the  sum  of  these  costs,  as  well 
as  the  costs  of  prevention  and  conventional  internal  costs,  such  as  labor 
and  materials.  In  addition,  if  these  external  costs  fell  on  the  firm  they 
would  be  reflected  in  product  prices,  and  consumers  would  thereby  be 
encouraged  to  avoid  purchasing  pollution-related  goods.  Altogether, 
external  costs  can  result  in  wasteful  methods  of  production  and  a 
socially  undesirable  mix  of  products.  In  the  case  of  environmental  pol- 
lution, the  problem  arises  because  business  firms,  governments,  and 
individuals  treat  the  environment  as  a  free  good  when  it  is  in  fact 
scarce. 

The  increased  concern  about  the  environment  in  recent  years  has 
resulted  in  Federal  legislation  aimed  at  forcing  consideration  of  ex- 
ternal costs.  The  Clean  Air  Acts  of  1963,  1966,  and  1970,19  the  Federal 
Water  Pollution  Control  Act  of  1972,-°  and  the  Noise  Abatement  Act 
of  1972  21  are  examples  of  that  initiative.  Pursuant  to  those  and  other 
statutes,  the  Environmental  Protection  Agency  has  been  authorized  to 
order  pollution  abatement  practices  by  industry,  government,  and  in- 
dividuals. If  successful,  EPA  action  will  impose  social  costs  on  pol- 
luters, and  thereby  increase  the  costs  and  prices  of  pollution-related 
products.  Environmental  regulation  has  the  effect  of  requiring  that  all 
or  at  least  a  portion  of  the  external  costs  be  sustained  by  the  regulated 
sector  and  those  using  its  products. 

In  some  cases  the  externalities  take  the  form  of  risks  imposed  on  the 
public  as  a  result  of  industrial  processes.  A  prime  example  is  the  risk 
associated  with  nuclear  power.  The  potential  social  costs  of  nuclear 
power  are  unknown  but  they  could  be  very  high.  A  major  function  of 
the  Nuclear  Regulatory  Commission  is  to  establish  and  require  detailed 
safety  procedures  intended  to  reduce  the  risks  of  large  social  costs.  In 
effect,  the  commission  decides  for  society  what  level  of  risk  is  accept- 
able, and  determines  procedures  necessary  to  reduce  risks  to  at  least 
those  levels. 

Certainly,  negligence  laws  alone  would  not  have  the  effect  of  forcing 
the  firms  that  build  and  operate  nuclear  plants  to  take  those  risks  into 
account.  The  possible  damages  may  be  so  large  as  to  be  uncollectable. 
They  could  bankrupt  the  firms  involved  if  an  accident  did  occur. 
Moreover,  under  the  Price-Anderson  Act,  the  total  liability  of  the 
firms  involved  is  limited  and  the  government  indemnifies  the  firms  for 
some  of  (he  liabilities  that  do  apply.22  Such  limitation  of  liability  does 
reduce  incentives  to  lower  risks,  and  so  could  justify  safety  regulation. 

'  7  et.  seq. 

■  :  U8C  1251  et.  geq. 
C   1901  ft.  seq> 

•'-'ill.'  Price-Anderson  Aft  wna  passed  In  1057  and  extended  in  1065  and  1975  (42  U.S.C. 
2210  \t  pr.-s.-i.t  the  firms  are  responsible  for  an  Initial  $125  million  of  Insurance  plus  an 
olilluntfiui  of  up  to  |5  million  per  plant  to  an  indust  rv-wide  self-insurance  pool  in  the  event 
or  accidents.  The  trovernmenl  Indemnifies  the  firms  for  anv  losses  above  that  amount  up  to 
$560  million.  As  the  number  of  plants  Increase  the  Government's  obligation  is  decreased, 
and  t  ends  when  there  are  ^7  plants.  Thereafter  the  total  industry  obligation  Increases 
by  $5  million  for  each  additional  plant  built. 
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A  somewhat  similar  situation  exists  with  occupational  health  and 
safety.-'3  Employment  conditions  can  be  more  or  less  safe  depending  on 
employer  and  employee  actions.  Absent  regulation,  employers  would 
still  have  some  incentives  to  reduce  work  hazards.  If  workers  are  aware 
of  the  risks  and  try  to  avoid  them,  the  result  could  be  higher  wage  rates 
for  risky  jobs.  Employers  would  then  reduce  payroll  costs  by  reducing 
job  hazards.  Safe  conditions  could  also  reduce  plant  down-time  and 
losses  of  skilled  workers.  The  links  in  this  chain  of  events  seem  \ 
however.  Workers'  knowledge  of  job  hazards  is  surely  incomplete,  i 
cially  in  the  health  area.  It  is  also  unclear  to  what  extent  they  attempt 
to  avoid  those  risks  and  therefore  how  closely  risks  are  reflected  in  wage 
rates.  Moreover,  it  is  not  clear  how  much  an  employer  can  affect  the 
wage  rates  he  pays  by  adopting  safety  policies.24  In  general,  the  labor 
market  mechanism  is  so  tenuous  that  many  would  be  unwilling  to  de- 
pend on  it  alone  to  deal  with  the  occupational  safety  and  health 
problem. 

Perhaps  effective  negligence  laws  could  also  ^crvc  to  force  employers 
to  internalize  the  costs  associated  with  job  hazards.  If  employees  had 
many  accidents  and  illnesses,  an  employer  would  have  to  pay  large 
damage  awards.  Those  costs  could  be  avoided  by  undertaking  safety 
and  health  programs.  But,  in  fact,  the  linkages  here  are  even  more 
tenuous  than  those  that  work  through  the  market  place.  For  one  thing, 
the  "reasonable  and  prudent"  precautions  that  a  firm  must  take  to 
avoid  negligence  awards  might  be  less  than  what  society  feels  should 
be  adopted.  The  threat  of  suit  might  be  low  because  of  uneven  access 
to  legal  services.  Also  the  results  of  suits  would  be  unpredictable,  espe- 
cially in  the  occupational  health  area  where  the  relationship  between 
working  conditions  and  illness  is  often  not  well  understood.  In  gen- 
eral, results  of  damage  suits  are  very  unpredictable.  To  avoid  those 
pitfalls,  workman's  compensotien  is  a  "no  fault"  system.  That  is.  the 
injured  worker  is  automatically  compensated  from  an  insurance  fund 
for  work-related  injury  or  illness,  and  the  worker  loses  his  right  to  sue 
the  employer.  Consequently,  negligence  suits  offer  little  incentive  for 
employee  health  and  safety  programs. 

Considering  the  probably  weak  incentives  for  voluntary  health  and 
safety  programs  by  employers,  there  is  justification  for  direct  govern- 
ment intervention  to  attain  a  safer  work  environment.  This  is  the 
avowed  purpose  of  the  Occupational  Safety  and  Health  Administra- 
tion (OSHA)  and  the  Mining  Safety  and  Health  Administration 
(MSHA),  both  of  which  have  been  created  by  Congress.  Those 
agencies  attempt  to  reduce  job  hazards  by  establishing  and  enforcing 
safety  standards.  An  effect  of  that  form  of  regulation  is  the  imposition 
of  costs  on  employers,  and  ultimately  on  consumers,  that  would  other- 
wise be  sustained  by  employees  in  the  form  of  work-related  injury  or 
disease.  The  success  of  those  regulatory  controls  depends  on  whether 
the  standards  chosen  are  the  least  costly  way  to  reduce  hazards  and 
whether  they  are  effectively  enforced. 

28  This  section  depends  heavilv  on  Nina  Cornell.  Roper  Noll  and  Barry  Weinpast.  "Safety 
Regulation"  in  Charles  E.  Schultze.  "Setting  National  Prioritles^-TIie  Not  10  rear*,*' 
Brookings.  1976.  pp.  457-504  :  and  on  Richard  Zeokhausor  and  Alport  Nichols,  "The  Occupa- 
tional Safetv  and  Health  Administration"  in  appendix  to  this  volume. 

24  Fo-  e^arnr^e,  ind"stry-wide  labor  negotiations  micht  prevent"  sifety-roWod  differen- 
tials. Still,  there  would  be  some  tendency  for  the  safer  employers  to  be  able  to  obtain 
higher  quality  labor  and,  hence,  lower  costs. 
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Another  area  where  regulation  is  often  justified  on  the  basis  of  ex- 
ternalities is  banking.  Certainly  bank  failures  have  consequences  far 
beyond  the  losses  to  the  banks'  stockholders.  Depositors  lose  money 
and.  if  bank  failures  are  widespread,  they  can  cause  or  greatly  in- 
tensify depressions.  For  these  reasons,  banks  have  been  subjected  to 
elaborate  regulator}7  controls.  Banks  are  examined  by  several  state  and 
Federal  agencies.  Entry  into  banking  is  strictly  limited,  and  ceilings 
on  interest  rates  on  deposits  are  imposed  in  attempts  to  keep  banks 
profitable.25  The  most  important  protection  against  bank  failures,  how- 
ever, is  Federal  deposit  insurance  for  banks  and  other  savings  institu- 
tions. This  guarantee  reduces  the  likelihood  of  runs  on  banks,  because 
depositors  are  assured  of  their  money  whether  or  not  the  bank  fails. 
In  that  light,  it  is  not  at  all  clear  that  the  restrictions  on  entry  and  in- 
terest rate  competition  are  needed  to  protect  the  public  against  bank 
failures. 

4-  Inadequate  market  information 

A  fourth  case  of  market  failure  arises  where  individuals  are  not  suffi- 
ciently informed  to  make  "correct"  decisions  in  the  market  place. 
Perhaps  in  a  perfect  market,  where  many  or  most  individuals  are  ex- 
pert, free  choice  would  lead  to  the  production  of  those  goods  upon 
which  consumers  put  the  highest  value  relative  to  their  costs  of  produc- 
tion. In  that  setting,  the  market  might  also  provide  a  combination  of 
wages  and  working  conditions  in  accordance  with  individual's  prefer- 
ences. However,  in  a  real  world  where  consumers  and  workers  are  only 
partially  informed,  many  decisions  will  be  wrong  and  some  can  be 
disastrous. 

Even  if  everyone  had  access  to  all  information  available  and  the 
ability  to  appraise  it  correctly,  private  markets  would  in  many  cases 
produce  too  little  information.  Producers  and  employers  have  too  little 
incentive  to  make  information  widely  available.  Once  it  is  produced, 
information  spreads  freely,  so  its  producers  cannot  charge  all  those 
who  benefit.  Nor  should  they.  From  a  social  point  of  view,  once  infor- 
mation has  been  generated  it  is  efficient  to  make  it  available  to  all  at  the 
cost  of  dissemination.  But  this  would  not  alloAV  producers  to  cover  the 
costs  of  generating  the  information — that  is,  of  performing  research 
and  rendering  technical  matters  accessible  to  laymen.  The  result  is 
that  private  market  forces  would  generate  too  little  information  for 
efficient  market  performance.  In  addition,  the  information  may  be  too 
technical  to  be  widely  understood,  and  it  cannot  be  assumed  that  all  or 
even  most  people  will  consult  even  available  information.1"  All  of 
this  suggests  a  government  role  in  the  provision  and  dissemination 
of  information. 

Regulation  in  this  area  should  take  two  alternative  forms,  depend- 
ing in  large  part  on  the  knowledge  of  consumers  and  workers.  In  areas 


tional  banks  are  Inspected  by  the  Comptroller  of  the  Currency,  State  banks  that 
are  members  of  the  Federal  Reserve  System  are  Inspected  by  the  Federal  Reserve  Board. 
a  id  oonmembr  State  banks  are  Inspected  by  the  Federal  Deposit  Insurance  Corporation. 
Minimum  Inters!  rates  are  set  by  the  Federal  Reserve  Board.  Entry  restrictions  arc  Im- 
posed by  Stat.-  banking  agencies  and  reenforced  by  the  Federal  Reserve  Board  which  pro- 
nlnlts  interstate  branch  banking  and  supervises  bank  holding  companies.  Almarlh  Phillips, 
(ompetltivfl  Pollcv  for  Depository  Financial  Institutions."  in  Almarin  Phillips,  BcL, 
Promoting  Competition  in  Regulated  Markets.  Brookings,  pp.  330  334. 

c  Zeckhauser  and  Nichols,  in  the  appendix  of  this  volume. 
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where  it  is  relatively  inexpensive  for  consumers  to  evaluate  accurate 
information,  the  appropriate  approach  may  be  to  require  accurate 
labeling  and  to  prohibit  misleading  promotional  statements.  Where  it 
is  very  costly  or  difficult  for  consumers  to  acquire  sophistication  needed 
to  evaluate  necessary  information,  it  may  be  more  efficient  to  license 
producers  and /or  to  enforce  standards.  This  approach  is  especially 
appropriate  where  uninformed  decisions  can  be  dangerous.  In  prael  ice 
the  line  between  cases  where  the  standards  or  information  approach 
is  most  appropriate  is  uncertain. 

One  example  of  the  standards  approach  is  the  regulation  of  food  and 
drugs.  It  would  be  foolhardy  to  expect  consumers  to  acquire  the  ex- 
pertise needed  to  understand  and  evaluate  every  possible  food  addil  ive 
and  prescription  drug,  since  there  is  a  significant  possibility  of  disas- 
trous effects.  Similarly,  it  would  be  intolerably  costly  for  consumers 
to  inspect  the  conditions  under  which  meat  is  slaughtered  or  food  and 
drug  products  are  manufactured.  In  the  case  of  prescription  drugs, 
the  consumer  has  very  little  choice — it  is  the  physician  who  determines 
the  choice  of  the  most  economical  and  effective  drugs. 

For  each  of  those  reasons,  the  Food  and  Drug  Administration  sets 
health  standards  for  food  additives,  drugs,  and  cosmetics.  Also  on  the 
consumer's  behalf,  FDA  inspects  plants,  and  requires  tests  of  drugs  for 
both  safety  and  effectiveness.  Similarly,  the  Department  of  Agriculture 
inspects  packing  plants  in  areas  within  its  jurisdiction.  In  some  of 
these  areas,  information  disclosures  may  be  preferable  alternatives. 

The  standards  approach  is  also  to  be  found  in  Federal  regulation  of 
airline  safety.  The  Federal  Aviation  Administration  licenses  pilots, 
prescribes  aircraft  standards  and  maintenance  practices,  and  specifies 
flight  procedures  as  well  as  maintaining  the  air  navigation  system.  The 
first  three  functions  surely  fall  in  the  category  of  areas  where  the 
consumer  is  not  sufficiently  informed  to  judge.  Yet  Federal  involve- 
ment in  the  air  navigation  system  may  better  be  described  as  a  natural 
monopoly  where  private  provision  of  navigational  aids  could  result  in 
duplication,  interference,  and  increased  danger  as  well.  More  impor- 
tantly, private  markets  would  produce  too  few  navigational  aids, 
since  producers  would  find  it  difficult  to  charge  all  those  who  benefited 
from  the  system.  Incentives  to  produce  would  thus  be  too  low  and 
investment  in  the  system  too  small.  If  producers  were  able  to  exclude 
nonpayers — for  example,  by  using  secret  frequencies — service  might 
be  priced  too  high:  the  cost  of  an  additional  plane  using  the  system 
would  be  close  to  zero.27 

Examples  of  more  recently  established  agencies  that  use  the  stand- 
ards approach  include  the  National  Highway  Traffic  Safety  Admin- 
istration (which  attempts  to  assure  auto  safety)  and  the  Consumer 
Product  Safety  Commission  (which  attempts  not  only  to  provide  in- 
formation, but  to  prevent  the  marketing  of  unsafe  consumer  products 
and  to  set  safety  standards  for  those  products  that  are  marketed.) 
Presumably  the  case  for  regulation  in  these  areas  also  rests  on  inade- 
quate sophistication  on  the  part  of  consumers.  This  is  perhaps  correct 
with  respect  to  many  technical  features  of  autos  and  other  products. 
But  the  National  Highway  Traffic  Safety  Administration  has  gone 

27  This  assumes  that  the  airway  in  question  is  not  crowded.  Tf  an  additional  plane  would 
slow  or  endanger  others,  it  does  impose  costs  on  the  system  and,  properly,  should  bear 
these  costs. 
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farther  and  required  installation  of  seatbelts  and  devices  which  have 
been  designed  to  force  occupants  to  use  them.  There  has  been  contro- 
versy in  that  regard.  It  has  been  argued  that,  on  the  issue  of  seatbelts, 
consumers  can  readily  judge  for  themselves.  On  the  other  hand,  pas- 
sengers may  be  denied  their  choice  to  use  seatbelts  if  the  owner  has 
opted  not  to  install  them.28 

Occupational  safety  and  health  regulation,  which  was  treated  as 
dealing  with  an  externality  in  the  previous  section,  can  also  be  thought 
of  an  area  where  markets  work  imperfectly  because  of  inadequate  in- 
formation. Workers  may  not  know  the  risks  they  face  on  various  jobs 
and  may  not  be  able  to"  acquire  the  necessary  knowledge  short  of  an 
intolerably  costly  search.  This  seems  especially  likely  in  the  health  area 
where  knowledge  is  generally  sparse. 

The  alternative  approach,  where  consumers  are  sufficiently  sophisti- 
cated to  make  intelligent  choices  given  accurate  information,  is  to  po- 
lice information  given  to  buyers.  In  addition  to  its  standard  setting 
activities,  the  Food  and  Drug  Administration  requires  accurate  labels 
listing  ingredients  in  many  foods,  driurs.  and  cosmetics.  These  labels 
may  have  been  incomprehensible  to  the  average  consumer  in  the  past, 
but  in  recent  years  the  FDA  lias  also  required  information  to  consumers 
on  calorie  content,  the  protein,  fat,  carbohydrate  content,  and  to  the 
percent  of  recommended  daily  allowances  for  major  vitamins  and 
minerals  for  food  products  containing  added  nutrients  or  for  which 
nutritional  claims  are  made.  This  information  may  be  more  useful  to 
consumers.  Similarly,  the  EPA  tests  autos  and  publishes  gas  mileage 
statistics  by  make  of  car,  the  Federal  Trade  Commission  requires  ac- 
curate labels  reporting  the  materials  contained  in  fabrics  and  furs,  and 
a  voluntary  agreement  between  FTC  and  the  cigarette  industry  calls 
for  disclosure  of  tar  and  nicotine  content  of  cigarettes.  In  those  cases, 
the  consumer  is  still  free  to  purchase  a  given  product — but  with  the 
added  advantage  of  knowing  what  is  being  purchased,  as  a  result  of 
the  information  reported  on  labels  and  other  notices.29 

A  major  interest  of  the  FTC  concerning  consumer  information  has 
been  control  over  promotional  statements.  The  agency  has  sometimes 
required  firms  to  disclose  to  consumers  product  information,  such  as 
octane  ratings  of  gasoline  or  tar  and  nicotine  content  of  cigarettes. 
However,  the  main  thrust  of  FTC  regulations  in  this  regard  has  been 
to  prevent  false  and  misleading  advertising.  That  approach  has  been 
of  limited  value,  bemuse  FTC  orders  merely  ruled  out  the  further 
use.  of  false  or  misleading  statements  after  they  had  been  made.  Typi- 
cally the  adjudicative  process  required  years  before  becoming  final. 
Even  after  the  order  was  made  final,  and  compliance  achieved,  con- 
sumers may  continue  to  rely  on  the  false  or  misleading  advertising 
statements  heard  in  the  past.  Thus  the  effect  of  that  advertising  was  not 
necessarily  addressed  by  FTC1  actions.  In  a  few,  very  recent  cases,  how- 
ever, the  FTC  has  issued  orders  requiring  new  advertising  statements 
intended  to  correct  previous  false  impressions.  Tn  1977  one  such  order 
upheld  as  lawful  by  a  Court  of  Appeals.90  If  corrective  advertising 


-'•  Also  b  substantial  Bhare  of  injury  costs  is  shifted  to  others  via  subsidized  medical  care 
and  Insurance.   Mns  "externality"  could  Justify  regulation 

"Problems  .  of  the  proper  formal  for  information  provision  are  discussal  in  Kelvin 
tliVs'vHlum.'  u:ni    Mni'h"'      Eegulatlon    Of    the    D.8.    Food    Industry,"    in    appendix    to 

mo'uSwMhT    r"'"''nt    ('"     V     r'r     :,':'    V     -",I    74f)    dW.    The   case    involved    Usterine 


21 

becomes  standard  policy  for  FTC.  information  available  to  consumers 

could  be  improved  and  the  incentive  of  sellers  to  mislead  would 

greatly  reduced. 

The  marketing  of  securities  is  another  example.  The  Securities  and 
Exchange  Commission  requires  accurate  annual  reports  by  publicly 
held  corporations,  and  accurate  and  complete  prospectuses  for  each  new 

security  issued.  These  requirements  are  meant  to  prevent  dec< 
practices  by  corporate  insiders,  while  leaving  investors  free  to  buy 
whatever  securities  they  wish. 

5.  Regulation  to  encourage  the  proper  use  of  natural  resources 
A  fifth  reason  for  regulation  is  where  private  exploitation  of  natu- 
ral resources  leads  to  poor  conservation  practices.  In  the  case  of  a  de- 
pleting resource,  society  faces  the  choice  between  current  and  future 
consumption.  Rational  conservation  policy  does  not  mean  not  using 
such  resources  at  all,  but  rather,  using  them  when  they  are  most  valu- 
able. Present  and  future  uses  can  be  compared  using  a  discount  rate. 
For  instance,  consider  a  known  copper  deposit  which  may  be  exploited 
now  or  at  some  time  in  the  future.  The  conservation  problem  is  to  de- 
termine when  it  should  be  exploited.  From  a  social  point  of  view,  the 
solution  is  to  determine  what  the  copper  involved  would  be  worth  at 
various  times  in  the  future  and  to  compare  the  present  discounted 
values  of  those  future  uses.  If  the  value  of  copper  today  exceeds  the 
present  discounted  value  of  the  copper  at  any  time  in  the  future,  then 
society's  economic  interest  might  be  best  served  if  the  copper  deposit 
is  exploited  now.  However,  if  the  present  value  of  the  copper  at  some 
future  time  exceeds  what  the  copper  is  worth  today,  then  it  may  be 
wiser  to  hold  the  deposit  until  that  time.31  One  implication  of  this 
analysis  is  that  the  optimal  policy  is  to  exploit  the  cheapest  sources 
first  and  postpone  use  of  the  higher  cost  sources  until  later;  by  so  doing 
costs  can  be.  postponed. 

In  many  cases,  private  owners  of  natural  resources  will  make  de- 
cisions on  just  that  basis.  The  private  owner  of  copper  deposits  would 
maximize  its  value  through  exploitation  when  its  present  value  is 
greatest.  Indeed,  the  present  value  of  the  deposit's  most  valuable  fu- 
ture use  will  determine  its  market  price,  so  the  owner  of  the  property 
can  sell  it  off  and  still  realize  that  value  if  he  does  not  wish  to  wait. 
This  will  not  be  the  case,  however,  if  the  producer  does  not  have  a 
clear  title  to  the  resource.  "Where  producers  draw  from  a  common  pool 
of  resources  as  is  the  case  with  fishing:,  no  one  will  have  any  incentive 
to  conserve  because  any  output  he  foregoes  will  simply  be  taken  by 
other  producers.  Oil  and  gas  industries  are  a  good  example  of  that 
principle.  Under  American  law,  the  oil  or  gas  belongs  to  whoever 
brings  it  to  the  surface  on  his  own  land.  Since  the  oil  or  gras  in  a  pool  can 
flow  underground  and  since  the  ownership  of  pools  is  often  frag- 
mented, oil  and  gas  production  became  races  amonjj  property  owners  to 
get  the  oil  or  gas  out  before  the  neighbors  took  it  all. 

Regulation  has  been  adopted  as  a  means  of  preventing  the  poor 
conservation  practices  that  result  when  producers  draw  from  a  com- 

31  Other  considerations  may  modify  this  rule.  We  may  choose  to  preserve  some  domestic 
reserves  for  military  or  political  reasons  even  though  their  market  value  is  greater  now 
than  in  the  future. 
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mon  pool.  The  major  oil-producing-  states  established  prorationing 
authorities  that  specified  the  amounts  of  oil  that  the  owner  of  a  well 
could  produce  in  a  month.32  The  state  regulations  were  reinforced  at 
the  Federal  level  by  the  "Connolly  Hot  Oil  Act"  which  prohibited 
interstate  shipments  of  oil  produced  in  violation  of  state  proration- 
ing laws.  In  practice,  prorationing  did  more  than  promote  conserva- 
tion, however.  Output  was  restricted  to  levels  that  would  clear  the 
market  at  prevailing  prices,  so  that  the  price  of  oil  was  supported.  From 
the  end  of  World  War  II  until  1972,  flush  wells  (producing  under  na- 
tural pressure)  were  restricted  to  less  than  their  maximum  allowable 
rate  of  production.  Since  1972  the  oil  industry  has  been  running  at  a 
imum  allowable  rate  (which  is  itself  set  by  the  prorationing  au- 
thorities) because  demand  has  finally  exceeded  domestic  supply.  While 
systematic  output  restriction  by  state  prorationing  authorities  is  past, 
the  maximum  allowable  rates  of  production  are  still  arbitrary.  They 
depend  on  the  depth  and  spacing  of  wells  rather  than  on  the  geological 
optimum  levels  of  production. 

Another  commonly  owned  resource  is  the  electromagnetic  spectrum. 
If  everyone  were  allowed  free  use  and  access,  chaos  could  result. 
Broadcasters  using  the  same  frequency  would  interfere  with  one  an- 
other, and  reception  of  signals  would  be  poor  or  impossible.  Some 
sort  of  Government  intervention  is  essential  if  this  resource  is  to  be 
effectively  utilized.33  The  response  has  been  to  grant  the  Federal  Com- 
munications Commission  (FCC)  the  responsibility  for  licensing  users. 
It  licenses  broadcasters  as  to  frequency,  location,  power,  and  time  of 
day  in  order  to  avoid  interference. 

When  the  original  allocations  were  made,  the  actual  broadcast  li- 
cense fees  were  nominal,  so  in  effect  the  FCC  gave  away  a  valuable 
resource.  The  result  was  a  larger  number  of  applicants  for  potentially 
profitable  television  frequencies  than  the  airwaves  could  accommodate. 
To  some  extent  choices  among  the  applicants  were  made  on  the  basis 
of  Commission  rules  including,  among  others,  a  limit  of  seven  televi- 
sion licenses  per  owner  (of  which  only  five  can  be  VHF),  a  limit  of 
one  channel  per  owner  in  any  given  market,  and  preference  for  local 
owners;  but  in  the  case  of  the  highly  desirable  VHF  channels,  these 
criteria  were  still  not  enough  to  unequivocably  choose  among  candi- 
dates. In  many  cases,  the  choice  that  was  made  was  inevitably  some- 
what arbitrary. 

»day  competition  between  applicants  arises  primarily  in  the  con- 
text of  license  renewals.  Virtually  without  exception  renewals  are 
granted,  in  part  because  the  denial  of  renewal  would  have  the  effect  of 
confiscation  of  highly  valuable  assets.  If  the  FCC  had  adopted  the 
approach  \\<<m]  by  the  Department  of  Interior  with  oil  and  gas  leases  on 
the  Outer  Continental  Shelf,  and  sold  frequencies  to  the  highest  bid- 
ders (perhaps  limiting  the  number  of  channels  per  owner)  it  would 
have  avoided  arbitrariness  in  selecting  licensees  and  would  have 
captured  tlio  license  value  for  the  general  public  without  the  full  pan- 
oply of  regulation.34 


or  it  more  complete  discussion  of  prorationing  see  Wallace  J  T.ovejov  and  Paul  T 
Homan,  "Economic  Aspects  of  on  Conservation  Policy,"  Johns  Hopkins  Press    ion? 

•mpanles  could  negotiate  with  each  oilier  for  use  of  the  spectrum,  but 'deadlocks  or 

downs  in  negotiation  could  be  costly, 

•or  further  .lNeusslon  of  TV  licensing,  ^o  UnCor  Noll.  Mcrton  J.  Peck  and  John  J 
McGowan,  "Economic  Aspects  of  Television  Regulation,"  Prooklngs,  1973  pp  100-20  and 
Harvey  J.  Levin,  "The  Invisible  Resource,"  Johns  Hopkins  Press,  1971,  pp  340-51 
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B.  Social  and  Nonefficiency  Rationales  for  Regulation 

The  justifications  for  regulation  thus  far  have  represented  cases 
where  there  was  at  least  the  possibility  of  some  sort  of  market  failure. 
Regulation  was  then  adopted  in  an  eirort  to  bring  about  more  nearly 
efficient  results.  However,  market  failure  is  not  by  any  means  the  only 
reason  for  regulation.  In  a  number  of  cases,  regulation  has  been 
adopted  for  reasons  of  equity,  as  Congress  has  perceived  it,  or  to  pro- 
mote particular  industries  that  were  considered  vital. 

1.  Regulation  of  competing  industries 

In  some  cases,  regulatory  controls  have  been  imposed  on  one  indus- 
try because  it  was  in  competition  with  another  industry  already  sub- 
ject to  regulation.  For  example,  ICC  regulation  of  trucks  was  initially 
undertaken  largely  because  the  trucks  were  becoming  increasingly 
important  competitors  of  the  railroads,  which  were  already  subject 
to  Federal  regulation.  The  railroads  lobbied  actively  for  truck  regu- 
lation during  the  late  1920's  and  early  1930'S  as  the  trucks  cut  increas- 
ingly into  their  freight  business.  Legislation  requiring  such  regula- 
tion was  finally  passed  after  many  truckers  had  become  convinced  by 
the  severe  competition  of  the  early  depression  years  of  the  desirability 
of  Federal  controls.35  The  natural  monopoly  structure  of  the  railroads 
which  might  justify  their  regulation  certainly  did  not  apply  to  trucks, 
but  the  desires  of  the  aff ected  carriers  prevailed,  nevertheless. 

To  cite  another  example,  the  FCC's  regulation  of  broadcasting  was 
extended  to  cable  TV — although  cable  does  not  in  any  way  present  an 
interference  problem  which  was  the  basic  justification  of  broadcast 
regulation.  In  the  early  days  of  cable,  when  it  largely  served  to  bring 
the  broadcast  signals  to  remote  areas  and  did  not  threaten  over-the-air 
broadcasters,  the  FCC  showed  no  interest  in  regulating  it.  But  when 
cable  began  importing  signals  which  made  it  capable  of  success  in 
larger  cities  and  thereby  in  direct  competition  to  broadeasting  interests, 
the  FCC  asserted  jurisdiction  and  was  upheld  by  the  Supreme  Court.36 
The  Commission's  justification  for  its  regulation  of  cable  was  that  it 
affected  the  profitability  of  over-the-air  broadcasting  and  might  make 
some  local  stations  unprofitable,  thus  reducing  service  to  noncable  cus- 
tomers. Some  FCC  policies  in  regulating  cable,  such  as  the  require- 
ment that  all  local  signals  be  carried  and  the  prohibition  of  importing 
simultaneous  duplicate  programing,  may  appear  noneontroversnl. 
But  the  limits  the  FCC  sets  on  the  number  of  imported  signals  and  the 
requirement  that  they  be  from  the  nearest  adjacent  sources  greatly 
reduces  the  potential  choice  of  programs  by  affected  viewers  largely  in 
order  to  maintain  broadcasters'  profits.  It  should  be  noted,  however, 
that  recently  FCC  justifications  for  cable  TV  regulation  have  been  a 
matter  of  considerable  controversy  in  various  court  ruling<=.36a 

2.  Regulation  to  encourage  the  provision  of  service  to  small 

communities 
Another  important  objective  of  Congress  in  regulation  is  to  assure 
service  to  small  communities.  This  has  been  an  explicit  purpose  of  the 


35  James  C.  Nelson,  "The  Motor  Carrier  Aet  of  1935,"  Journal  of  Political  Economy, 
August  1936,  pn.  404-471.  An  important  reason  for  the  truckers'  support  of  tV  act  wis 
the  ruling  by  the  Supreme  Court" that  the  National  Industrial  Recovery  Act  was  uncon- 
stitutional. 

36  Brnp  O'-ven,  "Cable  Television"  in  appendix  to  this  volume. 

s8"  Cf.  Home  Box  Office,  Inc.  v.  FCC,  No.  75-1280,  USCA-D.C.,  March  25,  1977. 
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CAB  at  least  since  it  decided  to  license  local  service  airlines  in  1943.  The 
Board  has  paid  subsidies  to  airlines  based  on  the  local  service  offered, 
and  until  recently  the  ''system  need''  for  revenue  of  the  local  service 
carrier.  In  addition,  unsubsidized  trunk  airlines  contend  that  some  of 
the  routes  they  fly  are  not  profitable  and  would  be  abandoned  in  the 
absence  of  regulation. 

Similarly,  the  ICC  has  been  repeatedly  concerned  with  local  service 
in  railroad  abandonment  cases.  The  agency  has  often  required  railroads 
to  continue  service  on  branch  lines  covering  losses  there  from  earnings 
on  more  heavily  traveled  routes.  Under  recent  legislation  37  direct 
subsidies  are  now  paid  to  unprofitable  branch  lines.  No  such  subsidies 
exist  for  trucking,  but  the  industry  argues  that  without  regulation, 
many  small  communities  would  not  receive  less-than-truck-load-lot 
service.  If  this  is  correct,  it  implies  that  motor  carriers  compensate  for 
losses  on  thin  routes  by  profits  on  major  routes. 

It  is  a  matter  of  controversy  whether  such  cross  subsidization  is  neces- 
sary, whether  it  is  effective  in  trucking  and  airlines,  or  even  whether  it 
exists  at  all.  It  is  most  likely  in  the  case  of  railroads.  Many  roads  have 
pressed  for  abandonment  of  unprofitable  branch  line  service.  Such 
abandonments  might  be  costly  to  communities  where  local  employers 
depended  heavily  on  rail  shipments.  In  the  cases  of  airlines  and  truck- 
ing, the  abandonment  issue  is  more  suspect.  Scheduling  competition 
among  airlines  on  the  long  hauls  appears  to  result  in  so  much  excess 
capacity  that  excess  profits  there  are  eliminated.  It  is  doubtful  whether 
any  profits  are  left  to  subsidize  short  hauls.38  Moreover,  in  recent  vears 
the  CAB  has  generally  allowed  airlines  to  abandon  unprofitable 
routes.39  Truckers  are  free  to  offer  a  wide  range  of  service  to  communi- 
ties they  serve  and  can  effectively  ignore  local  service  that  is  unprofit- 
able.40 At  any  rate,  abandonment  cases  like  those  common  on  the  rail- 
roads are  rare  in  trucking.  They  would  be  common  if  the  local  service 
involved  wn«  truly  unprofitable,  and  required  cross-subsidization  out  of 
profits  on  other  routes. 

Unquestionably  the  telenhone  industry  internally  subsidizes  long 
distance  service  for  small  communities.  Interstate  lornr  distance 
charges  are  uniform  for  calls  of  a  given  distance  regardless  of  the 
amount  of  traffic  on  the  connecting  line.  Since  unit  costs  drop  drama- 
tically as  traffic  increases,  this  means  that  the  industry  discriminates  in 
fn  vor  of  low  traffic  routes.  In  rpcent  years,  the  appearance  of  competing 
microwave  svstems  on  the  high  density  routes  has  forced  A.T.  &  T.  to 
lower  rates  for  private  line  service  on  tho^e  routes,  but  the  internal  sub- 
sidy still  exists  in  the  ca«e  of  individual  long  distance  calls.  The  issue 
hnre  is  not  whether  small  communities  will  receive  service  at  all,  but 
whether  they  should  pay  the  high  price  for  service  that  the  high  costs 
of  low  density  routes  might  dictate. 

8.  Regulation  to  allow  cross  subsidisation  and  prevent  cream,  skimming 
Cross  subsidization  has  played  an  important  role  in  both  inter-indus- 
try competition  and  provision  of  service  to  small  communities.  Cross 
subsidization  occurs  when  a  firm  charges  high  rates  (relative  to  costs) 

■»  Public  Law  04-210,  Railroad  Revltallzntlon  and  Regulatory  Reform  Act  of  107(5. 
section  R08 

■George  W.  JJonplnss  and  James  0.  Miller  III.  "Regulation  of  Domestic  Air  Transport," 
Brookings.  1874,  p.  '.>1. 

»  Suhromndttee  on  Administrative  T'rnetleos  nnd  Procedures,  Senate  Judiciary,  "Civil 
Aeronautic!  Board  Practice!  and  Procedure!,"  1975,  p,  84. 

*"  Bee  M  J.  Peck  nnd  i.  C,  tfelaoB  in  "The  Economic  Case  for  De-Regulatlne  Trucking," 
Business  Week,  Nov.  2.  1075,  pp.  80   7. 


25 

on  some  part  of  its  service  and  uses  the  profits  earned  there  to  help 
cover  costs  of  service  elsewhere.  A  classic  example  was  the  railroads' 
high  rates  on  high  value  freight,  an  alleged  purpose  of  which  was  to 
permit  low  freight  rates  on  agricultural  products  and  other  raw  ma- 
terials hauled  from  the  sparsely  populated  areas  of  the  country.  Simi- 
larly, the  telephone,  trucking,  and  airlines  industries  claim  that  tliev 
use  profits  on  well-traveled  routes  to  subsidize  service  to  small 
communities. 

Where  cross  subsidization  occurs  for  whatever  reason,  it  provides  an 
incentive  for  "cream  skimming".  That  is,  outsiders  will  be  attracted  to 
the  profitable  service  leaving  the  unprofitable  business  to  the  regulated 
firm.  For  instance,  initially  the  unregulated  trucking  industry  took 
over  the  hauling  of  high  value  manufactured  products  leaving  the  low 
value  bulk  commodities  as  the  main  remaining  business  of  the  rail- 
roads. They  were  able  to  do  so  because  of  higher  quality  service  and 
ICC  pegged  rates  equal  to  rail  tariffs.  The  new  microwave  private 
line  companies  have  entered  the  high  density  routes  and  ignored  the 
less  profitable  low  density  routes.  This  could  reduce  the  funds  of  profits 
out  of  which  other  routes  are  subsidized. 

The  fear  of  cream  skimming  gives  rise  to  demands  by  the  affected 
firms  that  Federal  regulation  prevent  outsiders  from  taking  over  their 
most  profitable  business.  Cross  subsidization  therefore  almost  auto- 
matically leads  to  regulatory  restraints  on  competition;  and  this  re- 
straint can  foster  an  environment  in  which  inefficiency  fluorishes. 

There  is  in  fact  a  strong  case  for  cream  skimming — for  entry  into 
the  profitable  segments.  It  eliminates  monopolistic  pockets  where  firms 
•are  able  to  charge  prices  that  are  high  relative  to  avoidable  costs. 
If  the  cream  skimmer  has  lower  costs,  then  cream  skimming  can  re- 
sult in  the  use  of  more  efficient  techniques  by  regulated  firms.41  In 
achieving  the  objective  of  assuring  sendee  to  small  communities,  it 
would  seem  better  to  subsidize  the  unprofitable  service  directly  rather 
than  to  maintain  conditions  that  permit  the  regulated  firm  to  exploit 
monopoly  on  some  service,  and  thereby  impose  unprofitable  service  on 
the  firm  as  part  of  the  package.  It  is  open  to  question  why  people  in 
one  market  should  pay  more  than  the  cost  of  service  so  that  others  can 
have  cheap  service.42  The  public  must  decide  whether  the  subsidized 
service  is  worth  the  costs  in  the  form  of  high  monopoly  rates  else- 
where. Unfortunately,  the  connection  between  cheap  service  in  one 
area  and  high  monopoly  rates  in  another  is  seldom  made  by  the  con- 
suming public.  The  costs  in  terms  of  economic  inefficiency  and  the 
continuation  of  regulation  itself  can  be  very  high.  As  with  all  subsi- 
dies, the  result  can  be  the  provision  of  service  beyond  the  level  (or  at 
higher  quality  than)  than  those  for  which  consumers  would  be  willing 
to  bear  the  costs.  Some  clear  purpose,  such  as  internalizing  a  significant 
external  effect  should,  in  a  review  of  such  subsidies,  be  required  to 
justify  initiation  or  continuation. 

Jf.  Promotion  of  key  industries 

In  some  cases  regulation  has  been  advanced  in  order  to  promote  cer- 
tain industries.  The  promotion  of  air  transportation  was  one  of  the 

il  It  is  possible  that  the  cream-skimmer  -would  have  higher  costs  than  the  incumbent,  yet 
charge  a  lower  price.  In  such  cases,  though  consumers  would  benefit,  the  total  cost  of  pro- 
viding service  might  rise. 

4-  For  a  further  discussion  of  cream  skimming  see  Alfred  E.  Kahn,  "The  Economics  of 
Regulation,"  Volume  11,  1971,  pp.  220-250. 
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functions  expressly  assigned  to  the  Civil  Aeronautics  Board  when  it 
was  established.  The  Atomic  Energy  Commission  also  had  as  a  pri- 
mary function  the  promotion  of  nuclear  energy.  When  it  was  replaced 
by  the  Nuclear  Regulatory  Commission  and  the  Energy  Research 
and  Development  Administration,  the  regulatory  and  promotion 
functions  were  separated.  To  cite  another  example,  the  FEA 
not  only  regulated  oil  prices,  but  also  attempted  to  promote  the  de- 
velopment of  domestic  sources  of  oil.  For  many  years  the  Federal  Mari- 
time Board  and  its  predecessors  had  the  dual  function  of  regulating 
shipping  rates  and  promoting  the  U.S.-flag  merchant  marine.  Since 
reorganization  in  1961,  the  promotional  function  has  been  assigned  to 
the  Maritime  Administration  leaving  only  the  regulatory  function  to 
the  Federal  Maritime  Commission. 

In  many  of  these  cases,  national  security  was  offered  as  a  justifica- 
tion for  promotional  activities.  The  connection  between  civil  avia- 
tion and  defense  seems  remote  today,  though  it  was  perhaps  plausible 
in  the  1930s  when  the  CAB  was  established.  The  interest  of  the  de- 
fense establishment  in  an  American  flag  merchant  fleet  continues  to 
be  substantial.43  but  the  maritime  subsidy  program  seems  to  have  a 
life  of  its  own  beyond  the  defense  aspects  of  the  program.  The  weak- 
ened international  position  of  the  United  States  due  to  its  increasing 
dependence  on  foreign  oil  was  clearly  revealed  in  the  1973  embargo, 
and  the  policy  of  promoting  domestic  sources  that  has  developed  as  a 
result  of  that  experience  clearly  has  a  substantial  defense  content. 

The  record  of  promoting  certain  industries  through  regulation  has 
been  mixed.  To  the  extent  that  promotion  was  factored  into  ratemak- 
ing,  it  probably  meant  that  rates  were  increased  to  make  the  indus- 
tries involved  profitable.  This  necessarily  implied  a  potential  conflict 
between  the  goals  of  promotion  and  the  objective  of  low  consumer 
prices. 

Promotion  has  sometimes  taken  the  form  of  subsidies,  and  subsidy 
programs  can  necessitate  regulation.  For  its  first  two  decades  the  CAB 
was  regulating  subsidized  air  carriers  and  one  of  its  major  concerns 
was  to  limit  the  obligations  of  the  Federal  Government  while  super- 
vising the  creation  of  strong  airlines  that  could  ultimately  operate 
without  the  subsidies.44  A  policy  of  preventing  new  entry  and  of  limit- 
ing carrier  routes  served  not  only  to  reduce  the  Government's  subsidy 
obligation  at  that  time,  but  also  limited  the  prospects  for  competition. 

').  Regulation  to  govern  the  distribution  of  windfall  profits  or  uncalled 
income 

In  some  cases,  regulation  has  arisen  simply  because  important  groups 
in  s<  ciety  would  face  high  prices  without  it.  The  Federal  Power  Com- 
mission's regulation  of  the  field  price  of  natural  gas  originated  from 
i in ing  state  complaints  about  rising  gas  prices.  The  Supreme 
Court's  ruling  that  the  VPC  had  an  obligation  to  regulate  gas  prices  45 
resulted  from  a  lawsuit  initiated  by  consuming  states.  Also  the  failure 
of  Congress  to  pass  legislation  eliminating  that  control  is  clearly  due 
in  large  part  to  pressure  from  consuming  states.  Without  regulation 

"Samuel  A.  Pnwreru-e.  "U.S.  Merchant  Shipping  Policies  nnd  Politics."  Brookings  Insti- 
tution. i  ;»<;»;.  pp.  105  117. 
•♦Richard  E    Caves.  "Air  Transport  and  Tts  Refrnlators,"  Harvard  1962   pp   267-269 

«  Phillips  Petroleum  Co.  v.  Wisconsin,  847  is  r,72  (i«)7>4). 
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gas  production  would  bo  generally  competitively  organized,4*  but 
there  is  little  question  that  higher  prices  would  yield  large  eco- 
nomic rents  or  unearned  income  to  many  gas  producers  who  noAv  pro- 
duce at  lower  prices.  Although  low  gas  prices  have  led  to  shortages, 
the  present  shortage  is  not  necessarily  a  case  for  regulation.  In  a  well 
organized  unregulated  market,  shortages  will  lead  to  higher  prices 
which  will  serve  to  induce  more  output,  ration  the  scarce  commodity 
among  users,  and  discourage  consumption. 

The  origins  of  oil  price  controls  are  somewhat  different,  but  their 
continuation  today  reflects  similar  pressures.  The  quadrupling  of 
world  oil  prices  in  1973-74  occurred  during  a  period  when  general 
price  controls  were  in  force.  Prices  of  "old  oil"  (oil  produced  from 
properties  already  in  operation  in  1972  in  quantities  no  greater  than 
1972)  were  frozen  at  about  $5  per  barrel,  but  the  prices  of  imports  and 
"new  oil"  (oil  produced  from  new  properties  or  in  excess  of  1972  levels 
from  old  properties)  were  allowed  to  rise  to  the  much  higher  levels. 
When  general  price  controls  were  abandoned,  those  on  oil  were  re- 
tained to  prevent  the  large  price  increase  that  was  bound  to  follow. 
The  oil  price  system  was  revised  in  1975  so  that  there  are  now  three 
tiers  of  oil  prices  instead  of  two.  The  multiple  tier  price  system  made 
elaborate  further  regulation  almost  inevitable,  because  without  it  re- 
finers would  have  had  wildly  different  costs.  To  roughly  equalize  their 
costs,  the  Federal  Energy  Agency  instituted  a  system  of  "entitle- 
ments". These  are  ration  tickets,  granting  the  right  to  process  cheap 
oil,  which  are  issued  to  refiners  roughly  in  proportion  to  their  total  oil 
consumption.  Firms  with  large  amounts  of  cheap  oil  must  buy  entitle- 
ments from  those  with  little  of  it,  and  these  purchases  roughly  equalize 
refiners'  crude  oil  costs.  In  addition,  the  agency  has  maintained  an 
elaborate  set  of  allocations  that  tie  refiners  to  retailers  and  control 
their  resale  prices.  The  low  oil  prices  have  not  led  to  shortages  because 
plenty  of  foreign  oil  has  been  available,  but  they  have  resulted  in  more 
oil  consumption  and  more  dependence  on  imports  than  would  have 
occurred  without  controls.  Moreover,  that  action  has  placed  the  d< 
tic  oil  industry  under  an  enormously  complex  set  of  regulations.47 

6.  Regulation  to  control  price  discrimination 

A  major  concern  of  Congress  in  establishing  economic  regulation 
has  been  avoidance  of  price  discrimination.  This  can  have  various 
meanings,  but  in  economics  price  discrimination  occurs  when  a  pro- 
ducer sells  to  different  customers  at  different  margins  over  cost.43  It 
does  not  necessarily  mean  different  prices.  If  price  is  uniform  but  it 
costs  less  to  serve  one  group  than  another,  then  there  is  discrimination 
against  the  group  that  is  cheap  to  serve.  One  of  the  main  complaints 
that  brought  about  the  establishment  of  the  ICC  was  over  rate  dis- 
crimination in  favor  of  large  shippers  and  of  cities  served  by  competi- 
tive routes.  A  common  provision  in  the  mandate  establishing  re.q*ul;>- 
tory  agencies  has  also  been  that  they  prevent  "undue  discrimination". 
In  fact,  however,  in  many  instances,  large  customers  are  the  bene- 

46  Ronald  Brauetigam,  "An  Examination  of  the  Regulation  of  Natural  Gas''  in  app< 
to  this  volume. 

47  David  Montgomery,  "A  Case  Study  of  Regulatorv  Programs  of  the  Federal  Enerzv 
Administration-'  in  appendix  to  this  volume. 

4'  The  relevant  cost  is  long  run  marginal  or  avoidahle  cost — the  cost  of  expanding  service 
by  one  unit. 
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ficiaries.  Even  with  regulation,  they  are  commonly  the  customers  who 
could  supply  themselves  or  relocate  in  service  areas  with  more  favor- 
able rates.  It  is  just  such  customers  to  whom  a  monopoly  would  offer 
lower  rates.49  It  is  not  uncommon  to  find  special  rate  schedules  for  very 
large  customers  which  are  essentially  negotiated  rates  generally  rub- 
ber stamped  by  the  regulatory  commission  involved.  This  is  particu- 
larly common  in  electric  power,  but  it  also  occurs  in  the  case  of  unit 
trains  on  the  railroads. 

7.  Preserving  property  rights  in  regulation  50 

A  frequently-asserted  reason  for  continuing  regulation  is  that  an 
industry  has  been  regulated  in  the  past  and  that  losses  would  be  in- 
curred if  regulation  were  to  end.  Regardless  of  the  original  justifica- 
tion, regulation  develops  a  life  of  its  own  once  in  force  because  of  un- 
fortunate economic  consequences  should  it  be  ended.  For  example 
broadcasting  licenses  that  were  issued  at  nominal  fees  have  acquired 
high  values.  Many  such  licenses  have  been  sold  at  prices  that  reflect 
tho-e  values  and  current  owners  are  reaping  only  normal  returns.  To 
sell  them  to  the  highest  bidder  now  would  in  effect  result  in  the  con- 
fiscation of  valuable  assets  and,  practically  speaking,  is  therefore 
almost  impossible.  Similarly,  allowance  of  unlimited  importation  of 
signals  by  cable  television  firms  would  reduce  license  values,  and  is  con- 
sequently difficult  to  accomplish.  Once  again,  common  carrier  truckers 
have  received  valuable  operating  authorities  from  the  ICC.  These 
have  often  been  purchased  from  other  truckers  at  high  prices. 
Those  who  bought  such  authorities  are  perhaps  earning  only  a  normal 
return  on  their  investments.  An  end  to  truck  regulation  now  would 
eliminate  the  value  of  those  authorities  and  impose  large  losses,  per- 
haps even  bankrupting  those  who  own  operating  authorities. 

Similar  pressures  for  the  continuation  of  regulation  occur  even 
when  the  advantages  from  regulation  are  not  bought  and  sold.  The 
airlines  have  valuable  property  in  their  routes  even  though  they  can't 
sell  it.  Thus  airline  deregulation  was  opposed  by  a  significant  portion 
of  the  industry  as  well  as  by  labor  union  interests.  And  consumers  with 
access  to  cheap  gas  resist  deregulation  because  that  would  mean  the 
lose  of  that  special  advantage. 

It  is  difficult  for  the  Government  to  rescind  a  special  privilege  once 
granted  to  some  group  in  society,  but  it  is  not  impossible.  The  Secu- 
rities and  Exchange  Commission  succeeded  in  ending-  fixed  brokerage 
fee  schedules  in  1975,  even  though  it  resulted  in  a  large  drop  of  the 
value  of  a  seat  on  the  stork  exchange.51  Such  events  have  been  rare, 
however.  In  many  cases  regulation  continues  because  it  has  existed  in 
the  past  and  its  elimination  might  injure  regulated  interests. 

•"in:   Effects   of   Citaxo.txg   Circumstances  ox  the  Need  for 

Regulation 

Verv  oft°n,  the  conditions  within  Wo  re.o-nlafed  industries  that  justi- 
fi  d  control  have  changed,  thus  bringing  into  question  the  continuing 

'•Thai  la.  these  customer!  have  relatively  more  elastic  demands  and  so  would  benefit 
from  lower  i>ri<cs. 

■°Thia  section  presenti  tb0  argument  of  Cordon  Tnllock.  "The  Transitional  Gains  Trap" 
Kfii  Journal.  Autumn,  v.>7.~»  pp.  <'>71   <;ts 

Hans    Btoll,    "Regulation    of   Securities   Markets:    An   Examination   of   the   Effect   of 
ed  Competition  "  In  appendix  to  this  volume.  One  possible  explanation  may  he  the 
tantial   institutional   investor  Interest  in   very   low  negotiated  rates  on  large  trans- 
actions. 
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need  for  regulation.  Thus  regulation  continues  long  after  the  condi- 
tions that  called  for  regulation  have  changed. 

For  example,  when  the  ICC  was  first  established  in  1887,  railroads 
were  monopolies  for  thousands  of  small  communities.  The  trunk  routes 
between  the  large  cities  were  tight  oligopolies  (though  often  in  compe- 
tition with  water  carriers).  On  those  trunk  routes,  railroad  interests 
often  colluded  in  setting  rates  though  that  collusion  regularly  broke 
down  in  rate  wars  that  were  pictured  as  destructive  competition.  Rate 
discrimination  was  rampant.  Rates  were  often  lower  between  large 
cities  where  competition  existed  than  on  shorter  routes  to  smaller  com- 
munities where  it  did  not.  Similarly,  railroads  allowed  lower  rates  in 
the  form  of  rebates  to  large  firms  like  Standard  Oil  than  to  their 
smaller  rivals.52 

Under  these  conditions  regulatory  controls  became  a  popular  al- 
ternative to  the  unregulated  market.  It  had  the  support  of  the  rural 
and  small  town  population  which  was  then  a  majority,  of  the  smaller 
rivals  of  large  firms  that  received  discriminatory  rebates,  and  those 
railroad  interests  which  desired  an  end  to  rate  wars.53  The  Act  to  Reg- 
ulate Commerce  that  set  up  the  ICC  in  1887  required  that  rates  be 
"fair  and  reasonable,"  and  that  they  be  published  and  adhered  to.  It 
forbade  pooling  (a  common  form  of  railroad  collusion  at  that  time), 
prohibited  rebates  or  other  discrimination,  and  prohibited  long  haul 
rates  lower  than  those  for  shorter  hauls  on  the  same  line.54  The  Act  was 
clearly  aimed  at  collusion,  rate  wars,  and  discrimination,  the  major 
complaints  of  the  day.  Subsequent  court  decisions  greatly  weakened 
those  policies,  and  regulation  did  not  really  become  effective  until 
major  amendments  to  the  act  were  adopted  in  1903,  190G,  and  1910. 
But  there  can  be  little  question  about  the  conditions  which  the  original 
act  was  intended  to  remedy. 

Those  conditions  have  changed  dramatically  since  1887.  Most  im- 
portant, the  monopoly  position  of  the  railroads  has  been  largely  elimi- 
nated by  the  emergence  of  new  freight  industries.  Virtually  all  the 
products  hauled  by  railroads  are  now  also  moved  by  pipelines,  barges. 
or  trucks  as  well.  Because  of  this  competition,  the  railroads  are  not 
capable  of  earning  exceptional  returns  on  most  commodities  over  the 
vast  majority  of  routes.  Their  average  rate  of  return  in  1974,  a  rela- 
tively good  year,  was  only  4.3  percent,55  a  return  so  low  that  it  amounts 
to  negative  profits  if  inflation  is  taken  into  account.  An  unregulated 
rail  industry  would  almost  certainly  not  be  able  to  set  exploitative  rates 
and  survive  for  any  length  of  time. 

For  the  same  reason,  the  possibility  of  rate  discrimination  is  also 
far  less  likely  today  than  it  was  in  the'l880's.  In  an  unregulated  trans- 
portation industiy,  a  railroad  that  tried  to  charge  high  rates  to  a  par- 
ticular community  or  shipper  would  scon  see  much  if  not  all  of  the  :>  '- 
fected  traffic  shift  to  competitive  trucks  or  barges.  Rail  rate  dilTVrences 
were  once  a  matter  of  strong  complaint  on  the  part  of  small  shippers, 
small  communities  and  whole  regions.  Today  they  just  are  not  that  im- 
portant because  of  alternative  modes  of  transportation. 

52  This  description   is  baser'   on  Gnhriel  Kolko.   "Railroads  and  Regulations."   1877-1916 
Princeton  University  Press.  196.").  chs.  1  and  2.  and  Clair  Wilcox,  "Public  Policies  Toward 

Business,"  4th  edition,  Irwin,  1971,  pp.  369-370. 

53  Kolko.  op.  cit..  eh.  2. 

54  Wilcox,  op.  cit..  pp.  371-72. 

K  Return  on  equity.  Citybank,  "Monthly  Economic  Letter,"  April  1976,  p.  7. 
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Collusion  among  railroads  also  would  not  be  a  serious  problem  be- 
cause  of  the  extreme  competition  from  other  transportation  modes. 
Moreover,  if  deregulation  carried  with  it  the  repeal  of  the  Reed-Bul- 
winkle  Act,56  as  one  would  expect,  then  collusion  would  be  clearly  il- 
legal. At  the  time  that  the  original  ICC  Act  was  adopted,  there  were 
no  major  antitrust  statute  and  the  protection  that  we  now  have  against 
conspiracy  did  not  exist. 
As  mentioned  elsewhere,  short  of  a  major  depression,  destructive 
petition  is  not  likely  to  be  a  problem  in  trucking.  It  is,  however,  a 
-  ibility  for  the  railroads  in  those  parts  of  the  country  where  com- 
peting rail  lines  still  exist,  especially  because  of  excess  capacity  due 
to  regulatory  limitations  on  abandonments.  However,  there  is  a  good 
chance  that  destructive  competition  can  be  avoided.  In  1887  oligopoly 
was  new.  We  now  have  extensive  experience  with  it.  Concentrated 
manufacturing  industries  such  as  steel  and  automobiles  have  generally 
been  able  to  avoid  destructive  price  wars,  so  perhaps  the  railroads  can, 
too.  Nevertheless,  if  we  move  toward  a  more  competitive  freight  in- 
•y.  it  would  probably  be  wise  to  do  so  gradually,  permitting  rates 
to  vary  within  an  increasing  zone  of  reasonableness.  If  destructive 
competition  should  develop  in  the  railroad  industry,  it  may  be  appro- 
priate to  permit  more  mergers  among  competing  railroads.  Even  re- 
gional monopoly  railroads  would  not  have  much  monopoly  power  be- 
cause of  the  intense  competition  they  must  face  from  other  modes. 
ICC  regulation  of  trucking  was  introduced  in  1935  for  two  main 
r^peon^:  To  control  the  erosion  of  rail  shipments  and  to  control  the 
allegedly  destructive  competition  that  the  industry  had  suffered  dur- 
ing the  previous  5  years.  Both  objectives  were  probably  misguided  at 
the  time,  and  almost  certainly  are  irrelevant  today. 

The  Motor  Carrier  Act  of  1035  established  classes  of  contract  car- 

•    i  -  which  hauled  freight  under  a  limited  number  of  contracts  and 

common  carriers  which  stood  ready  to  haul  freight  for  all  comers. 

Contract  carrier^  are  required  to  file  contracts  with  the  ICC,  for  which 

the  agency  can  set  minimum  rates.  Common  carriers  are  subiect  to 

entry  controls  and  to  rate  regulation  similar  to  that  of  the  railroads. 

^hey  must  hive  certificates  of  public  convenience  nnd  necessity,  sneci- 

r  the  routes  and  commodities  to  be  hauled,  and  they  must  publish 

their  rates  and  adhere  to  them.57 

hope  that  truck  regulation  would  limit  the  diversion  of  freight 
from  the  railroads  turned  out  to  be  unfounded.  Truck  rates  were  set 
equal  to  rail  rales  for  the  same  commodities,  but  since  trucks  are 
•  1  have  fewer  damages,  shippers  tended  to  shift  to  trucks.  "Rail 
substantially  lower  than  truck  rates  are  required  for  railroads  to 
retain  the  business  of  a  particular  industry.  In  general,  the  trucks  took 
over  the  high  value,  high  freight  rate  business,  leaving  the  railroads 
with  fhe  low  rate  bulk  products. 

described  elsewhere,  the  trucking  industry  is  nn  unlikely  plare 

to  find  destructive  competition.  In  the  early  1930's,  however,  many 

ers  facing  unemployment  otherwise,  acauired  second-hand  trucks 

nnd  offered  to  haul  freight  at  very  low  rales  so  lon<r  as  thev  covered 


Rtat.  72:  This  act  exempts  railroad  nnd  rruoK  rate  bureaus  from  the  antitrust  laws 
lr  rulea,  regulation*,  nnd  procedures  are  approved  by  the  ICC.  Ita  repeal  would  not 
rnte  bureaus  Illegal  per  so.  The  through  and  joint  rates  that  the  carriers  negotiate 
presumably  h*>  legal 
■» Clair  Wllcoxl  "Public  Policies  Toward  Bualnesa"  Irwin  1071.  p.  894. 
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out-of-the-pocket  cost9  and  yielded  something  for  the  driver.  The  best 

solution  to  that  problem  probably  would  have  been  a  general  policy  of 
maintaining  full  employment.  However,  the  solution  chosen  m  truck- 
ing, as  in  so  many  lines  of  business  in  the  L930's,  was  to  restrict  compe- 
tition. The  NRA,  the  Agricultural  Marketing  Acts,  and  fair  trade  are 
other  areas  where  a  policy  of  competition  was  shown  to  be  in  disfavor 
after  several  years  of  severely  depressed  conditions. 

Whatever  market  conditions  existed  in  the  1930's,  there  is  no  pros- 
pect of  destructive  competition  today.  The  unregulated  section  of  the 
trucking  industry  that  carries  agricultural  products  has  not  experi- 
enced anything  approaching  it  although  entry  is  free  and  prices  are  un- 
controlled. Even  in  the  regulated  sector,  a  large  part  of  the  traffic  is  in 
fact  carried  by  owner-operators  who  are  under  lease  to  common  car- 
riers and  who  compete  actively  themselves  for  that  business.58 

In  general,  the  conditions  that  were  the  justification  for  the  Motor 
Carrier  Act  of  1935  are  no  more  appropriate  bases  for  regulation  to- 
day than  the  1887  conditions  are  for  existing  rail  regulation. 

Eailroads  and  trucks  are,  of  course,  but  two  examples  of  how 
changed  circumstances  can  and  do  effect  the  need  for  regulation.  To  one 
extent  or  another,  similar  situations  can  be  found  in  other  areas  of 
regulatory  controls.  The  point  is  that  periodic  reappraisal  is  essential 
to  determine  whether  the  original  reasons  for  Federal  intervention 
have  continued  vitality.  Otherwise  regulation  tends  to  develop  a  life  of 
its  own,  all  too  often  to  the  benefit  of  those  who  are  subject  to  such 
controls. 


58  Darvl  Wyckoff  and  David  Maister  "The  Owner-Operator  :  Independent  Trucker,"  D.  C. 
Health,  1075,  passium. 


Chapter  Three 

THE  ECONOMIC  IMPACT  OF  REGULATION 

From  the  outset,  consideration  of  the  economic  impact  of  Federal 
controls  should  recognize  that  important  distinctions  exist  between 
the  two  major  forms  of  regulation.  These  differences,  which  are  noted 
elsewhere  in  this  volume,  merit  emphasis  in  this  discussion  as  well. 

First,  there  is  economic  regulation  which  is  concerned  with  prices. 
entry,  and  rates  of  return.  In  those  matters,  Congress  established 
agencies  to  regulate  particular  industries  or  specific  kinds  of  business 
practices.  The  Civil  Aeronautics  Board  and  the  Interstate  Commerce 
Commission  are  examples  of  that  type  of  regulation.  A  second  form 
of  Federal  regulation  has  as  its  primary  concerns  a  broad  range  of 
social  objectives,  such  as  health,  safety  and  environmental  protec- 
tion. Examples  of  the  second  category  include  the  Environmental 
Protection  Agency,  National  Highway  Traffic  Safety  Administration 
and  the  Consumer  Product  Safey  Commission. 

Important  differences  exist  between  the  two  forms  of  regulation. 
Perhaps  most  significant,  agencies  like  EPA  and  NHTSA  are  di- 
rectly concerned  with  questions  of  life,  death,  and  survival.  On  the 
hand,  economic  regulation  addresses  the  problems  of  monopoly, 
discrimination,  possible  unfair  business  practices,  and  denials  of 
service.  More  often  than  not.  economic  regulation  was  imposed  to 
shield  a  particular  industry  from  competition  and  from  the  effects 
of  an  unfettered  market.  Elimination  of  controls  in  those  areas  allows 
competitive  pressures  to  operate,  sometimes  without  serious  adverse 
economic  effects.  However  the  lifting  of  controls  in  the  health,  safety 
and  environmental  fields  typically  could  not  result  in  similar  benefits. 
For  example,  the  environment  has  historically  been  used  by  the  pri- 
vate sector  n<=  if  it  were  a  free  resource,  when  in  fact  it  is  both  scarce 
and  exhaustible.  Absent  some  form  of  regulation,  there  would  be  no 
business  incentive  to  absorb  the  costs  of  abatement  and  conservation, 
since  the  costs  of  pollution  usually  fall  elsewhere  than  on  the  polluter. 

The  distinction  is  important  in  the  context  of  economic  impact  eval- 
n.  At  present  much  of  what  is  known  in  that  regard  has  been 
provided  by  the  regulated  industries.  Industry  studies,  which  have 
appeared  with  increasing  frequency  in  the  past  several  years,  typi- 
cally provide  little  analysis  of  the  benefits  of  regulatory  controls,  and 
instead  focus  on  the  burdens  imposed.  Moreover  such  studies  tend  to 
center  on  those  regulatory  costs  which  provide  no  direct  corporate 
fits.  Yet  a  significant  portion  of  Federal  economic  regulation  di- 
rectly benefits  the  private  sector,  by  restricting  competition  and  other 
methods.  Those  clearly  advantageous  regulatory  activities  typically 
arc  not  the  subject  of  business-prepared  cosl  studies.  For  example,  it  is 
noteworthy  t!::it  tic-  trucking  industry,  which  generally  views  itself 

(32) 


33 

as  a  beneficiary  of  Federal  controls,  has  prepared  no  cost  studies  on 
the  expense  of  that  regulation. 

Yet  available  estimates  indicate  {hat  the  total  cost  of  ICC  trucking 
regulation  is  very  high.  It  is  variously  estimated  that  those  regulatory 
controls  cost  the  U.S.  economy  between  $1.4  and  $2.9  billion  annually.1 
The  prime  beneficiary  is  the  regulated  industry  itself,  since  ECC  con- 
trols restrict  competition  by  limiting  entry  into  the  field.  Thus,  regu- 
lation supports  the  commercial  value  of  ICC  operating  eertific 
most  of  which  date  to  the  1930s  when  controls  were  first  establis 
Today  those  certificates  are  valuable  licenses.  This  regulation,  how- 
ever, does  not  benefit  the  consumer,  who  pays  higher  rates  for  inter- 
state, trucking  than  would  otherwise  exist  in  the  absence  of  controls. 

The  recent  success  of  airline  deregulation  suggests  what  might  be 
expected  by  an  end  to  trucking  controls.  Like  trucking,  Civil  Aero- 
nautics Board  regulation  of  airlines  often  meant  restrained  or  lessened 
competition.  In  airlines.  Federal  regulation  shielded  the  industry 
from  competition,  with  the  result  that  airline  fares  were  much  higher 
than  necessary.  Again,  the  industry  appeared  to  benefit,  but  the  con- 
sumer did  not.  In  early  1977,  the  General  Accounting  Office  estimated 
that  airline  deregulation  would  save  consumers  between  $1.4  to  $1.8 
billion  annually.2 

We  now  know  that  relaxation  of  Federal  controls  on  airlines  has 
positively  benefited  both  the  industry  and  the  consumer.  Today  the 
Nation's  airline  business  is  in  much  better  financial  condition  than 
prior  to  that  action.  The  procompetition  approach  has  produced  lower 
fares  and  varied  service,  which  in  turn  has  attracted  more  passengers 
and  generated  more  jobs  for  the  industry.  Published  reports  indicate 
that  every  carrier  has  experienced  increased  operating  revenues,  rang- 
ing from  10  percent  to  30  percent  higher  for  the  first  6  months  of  1978 
as  compared  to  the  same  period  in  1977.  Operating  profits  have  simi- 
larly increased.3  Under  the  Airline  Deregulation  Act  of  1978,  which 
was  recently  signed  into  law  by  the  President,  the  CAB's  powers  must 
in  the  future  be  used  to  foster  and  encourage,  rather  than  restrict, 
competition  between  air  carriers.  The  agency's  powers  are  scheduled 
to  lapse  in  1983,  and  the  CAB  itself  will  go  out  of  existence  by  1985. 

In  that  area,  economic  regulatory  controls  will  be  entirely  lifted. 
But  it  merits  emphasis  that  the  Federal  Government  will  continue  its 
important  role  in  insuring  the  safe  and  efficient  day-to-day  operation 
of  our  national  system  of  aviation.  While  the  CAB  will  pass  into  his- 
tory, no  one  has  suggested  the  abolition  of  the  Federal  Aviation 
Administration,  the  Federal  agency  charged  with  aviation  safety. 

Thus  airline  deregulation  recognized  the  distinction  between  Fed- 
eral controls  over  rate  and  entry,  and  those  which  insure  public  safety. 

1  See  W.  Bruce  Allen  and  Edward  B.  LTymson,  "The  Costs  and  Benefits  of  Surface  Trans- 
portation ;  Another  View,"  in  MaeAvoy  and  Snow,  Regulation  of  Entry  and  Pricing  in 
Truck  Transportation,  American  Enterprise  Institute  (1077);  Thomas  Gale  Moore,  in 
Phillips.  Promoting  Competition  in  Regulated  Markets.  Brookings  (107.")  ;  and  James  C. 
Miller  III.  in  "Special  Discussant's  Comments."  provided  by  the  Antitrust  and  Monopoly 
Subcommittee,  Committee  on  the  Judiciary.  T'.S.  Senate. 

-  See  Comptroller  General.  "Lower  Airline  Costs  Per  Passenger  Are  Possible  in  the 
United  States  and  Tould  Result  in  Lower  Farf>s."  CED-77-34,  F»->rnary  18,  P'77. 

"  See  Teresa  M.  Ellis.  CRS  Memoranda  on  financial  status  of  the  airline  industry.  May  11, 
1978   and    September   2S,    197S.    Library   of  Congress,   Congressional   Research   Service. 
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In  the  latter  area,  it  is  important  to  recall.  Congress  in  establishing 
those  programs  made  a  basic  judgment  on  the  need  and  justification 
for  that  legislation.  For  example,  as  CPSC  Commissioner  1\.  David 
Pittle  has  recently  observed,  Congress  was  confronted  with  compelling 
evidence  that  effective  Federal  action  was  required  in  the  area  of  prod- 
uct safety,  when  the  Consumer  Product  Safety  Commission  was  estab- 
lished iii  1973.  Statistics  compiled  by  the  National  Commission  on 
Product  Safety  illustrate  the  extent  of  the  problem  : 

(A)   During  an  average  24-hour  period,  three  Americans  are 
killed  using  1  of  10.000  household  consumer  product-. 

(  B)  During  the  same  24-hour  period,  more  than  3,000  product- 
related  injuries  occur  which  restrict  the  activities  of  about  half 
of  the  victims  and  force  a  third  of  them  to  take  to  bed  to  recover. 
(C)  The  total  number  of  Americans  injured  each  yea:-  by  con- 
sumer products  is  at  least   '20  million.  Of  the  total,  110,000  are 
permanently  disabled  and  30,000  are  killed  at  an  annual  cost  to 
t]u>  Nation  of  more  than  $5.5  billion.4 
Mi  ny  other  health,  safety  and  environmental  initiatives  at  the  Fed- 
eral level  were  established  upon  similar  showings  of  need  for  national 
action  on  those  pressing  public  concerns.  In  volume  V  of  our  study 
we  have  reviewed  the  background  of  those  efforts.5 

This  chapter  will  focus  on  the  known  information  of  the  economic 
impact  of  Federal  regulation.  At  present,  it  is  not  possible  to  speak 
with  precision  about  either  the  total  costs  of  regulation,  or  even  the 
expense  of  many  specific  programs.  There  is  not,  as  this  discussion 
will  show,  sufficient  information  to  make  a  considered  judgment  on 
whether  costs  are  excessive  in  relationship  to  the  benefits  of  those 
activities.  But  certainly  there  are  benefits  from  those  efforts,  particu- 
larly in  the  health,  safety  and  environmental  areas. 

Many  of  the  protections  instituted  by  these  programs  have  been  so 
successful  that  the  security  they  provide  is  taken  for  granted:  pas- 
teurization, meat  and  poultry  inspection,  control  of  patent  medi- 
cines are  among  the  classical  examples  of  success.  Also,  we  rarely 
acknowledge  the  excellent  Federal  performance  in  such  areas  as  avi- 
ation safety  or  drug  testing  requirements  or  highway  safety.  CPSC 
Commissioner  Pittle  has  recently  outlined  some  of  the  benefits  from 
and  similar  programs  which  include:  a  40-percent  reduction  in 
tions  of  poisons  by  children  over  a  1-year  period,  due  to  safety 
packaging  requirements;  a  decrease  of  45  percent  in  the  number  oi 
crib  deaths,  since  the  safety  standards  for  cribs  became  effective  in 
1974;  the  saving  of  some  28,000  lives  between  1966  and  1974  as  well 
n  a  substanl  ial  reducl  ion  in  i  erious  injuries,  because  of  Federal  motor 
vehicle  <i\U>iy  regulations;  and  what  appears  to  be  a  complete  elimi- 
nation of  flame  burn  injuries  involved  in  children's  sleepwear,  as  a 
!<•  "it  of  Government  standards  for  that  clothing.8 

Those  accomplishments  are  of  real  value,  a  fact  that  is  not  dimin- 
ished by  an  inability  to  reduce  them  into  statistics  in  a  "cost-benefit" 


|Clted   in   u.   David   Pittle,  "En purine  Consumer  Bafety — Is  Thorp  n  dinner  Way?" 
Hie  sixth  National  Consumer  Symposium,  l  ><'<■    vj    i<its 
■   Study  <"i  Federal  Regulation,  vol.  v.  on.  308  317 
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equation.  Tims,  public  discussion  of  the  need  for  carefu]  apprj 
oi  the  projected  impact  of  proposed  regulations  should  not  Lose  s 
of  the  major  advantages  and  compelling  need   for  effective  health, 
safety  and  environmental  protection.  With  thai  said,  i;  is  also  clear 
that  the  means  used  to  achieve  statutory  goals,  whether  in  econ 
or  social  regulation,  should  be  the  most  efficient  and  leasl  costly  a 
able.  However,  that  objective,  in  our  opinion,  can  be  obtained  •  ithout 
gutting  health  and  safety  programs  that  the  public  wants  and  ueeds. 

A.  Direct  Costs  of  Regulation:  Federal  Budgetary  Expenditures, 
Private  Sector  Costs  of  Dealing  With  Regulatory  Agencies, 
and  Direct  Compliance  Costs 

1.  Budgetary  expenditures  of  Federal  regulatory  agencies 

First,  the  direct  costs  of  regulation  are  the  costs  of  the  regulatory 
agencies  and  the  private  costs  of  dealing  with  these  agencies,  i  able 
shows  the  fiscal  1978  expenditures  of  the  major  Federal  regulatory 
agencies.  Subsidies,  transfers  to  States,  research,  and  training  expendi- 
tures have  been  excluded  where  possible.  Regulatory  activities  of 
agencies  whose  main  functions  are  nonrcgulatory  such  as  the  Forest 
Service,  the  Army  Corps  of  Engineers,  the  Social  Security  Admin- 
istration, the  Bureau  of  Land  Management  and  Reclamation,  the 
Coast  Guard,  and  the  Federal  Highway  Administration  are  exclude* I. 
Altogether,  the  regulatory  expenditures  of  the  Federal  Government 
are  on  the  order  of  $2.7  billion.7 


7  The  Equal  Employment  Opportunity  Commission  and  the  National  La!, or  Relations 
Board  are  excluded  from  talile  4—1  because  they  do  not  directly  regulate  economic  activity. 
If  they  were  included  the  total  would  be  close  to  3  billion. 
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Table  3-1. — Fiscal  1918  budget  authority  of  Federal  regulation  agencies  * 

Millions 

Civil  Aeronautics  Board  (excludes  $74,200,000  subsidies) $24.  6 

Commodity  Futures  Trading  Commission 13.  8 

Consumer  Product  Safety  Commission 40.  6 

Federal  Communications  Commission 64.  5 

Federal  Home  Loan  Bank  Board  (excludes  loans  to  Federal  home  loan 

banks) 2  52.  3 

Federal  Power  Commission  (1977) 43.  2 

Federal  Maritime  Commission 9.  9 

Federal  Trade  Commission  (consumer  protection  only.  Total  budget  au- 
thority, $62.2) 27.  4 

Interstate  Commerce  Commission 59.  7 

National  Transportation  Safety  Board 15.  4 

Nuclear  Regulatory  Commission  (excludes  research) 141.4 

( Occupational  Safety  and  Health  Review  Commission 7.  2 

Renegotiation  Board 6.  3 

Securities  and  Exchange  Commission 61. 1 

Department  of  Agriculture,  Animal  and  Plant  Health  Inspection  Service 

(meat  and  poultry  inspection  only) 208.  5 

Department  of  Health,  Education,  and  Welfare:  Food  and  Drug  Admin- 
istration    288. 7 

Department  of  LaLor : 

Employment  Standards  Administration 117.  9 

Occupational  Safety  and  Health  Administration 136.  6 

Mine  Safety  and  Health  Administration  (1978) 99.  3 

Department  of  Transportation : 

Federal  Aviation  Administration  (administration  of  flight  standards 

program   only) 203.  7 

Federal  Railroad  Administration   (Railroad  safety  only — excludes 

Amtrak  and  bankrupt  railroads) 7.  3 

National  Highway  Traffic  Safety  Administration  (excludes  research 

and  State  contracts) 54.  6 

Department  of  the  Treasury : 

Bureau  of  Alcohol,  Tobacco,  and  Firearms  (regulation  only,  excludes 

enforcement) 1 47.  9 

Office  of  the  Comptroller  of  the  Currency 92.  6 

Environmental  Protection  Agency  (excluding  grants  and  research) 643.  5 

Federal  Energy  Administration  (1977) 154.  7 

Self  financing  agencies : 

Board  of  Governors,  Federal  Reserve  Systems  (supervision  and  reg- 
ulation of  financial  institutions  only) 8.5 

Federal  Deposit  Insurance  Corporation  (administration  and  operat- 
ing expenses  only,  not  losses  due  to  insurance) 92.4 

National  Credit  Union  Administration 18.  7 

Total  2,  740.  3 

1  Source  :  The  Budget  of  the  United  States,  1979,  appendix. 
1  Total  program  costs. 

Tho  budgets  of  the  reoulatory  agencies  are  but  a  fraction  of  the 
whole  Federal  budget  (which,  according  to  OMB  estimates,  is  $453.5 
billion  for  L978)  although  it  is  high  compared  with  the  $80  million8 
spent  by  the  Antitrust  Division  of  the  Justice  Department  and  the 
Federal  Trade  Commission  on  antitrust  activities  covering  a  much 
broader  area  than  the  lines  of  business  covered  by  the  traditional  eco- 
nomic regulatory  agencies.  This  is  to  he  expected  because  most  regu- 
latory agency  action  involves  many  aspects  of  the  regulated  industries, 
while    the    antitrust    authorities    attempt    to    maintain    competition 


of  the  United  staffs,  1976.  Appendix.  Figure  Includes  entire  budgel  authority 

tin'    ' 
compe 


of   the    ^riiifrusL   Division   and    the   portion    of   tin-    FTC   budget   assigned  to   "ma in t airline 
etltion." 
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through  selective  cases,  leaving  the  market  to  do  much  of  its  own  reg- 
ulating. The  agencies  that  regulate  with  respect  to  environmental, 
safety  and  health  effects  have  larger  budgets  than  the  traditional  eco- 
nomic regulatory  agencies,  partly  because  of  their  broader  scope  but 
also  because  of  their  large-scale  inspection  and  enforcement  responsi- 
bilities. 

2.  Private  sector  costs  of  dealing  with  regulatory  agencies 

The  direct  private  costs  of  regulation  are  probably  as  high  or  higher. 
Table  3-2  shows  the  estimated  man-hours  expended  in  nu  eting  just  I  he 
reporting  requirements  of  most  of  the  Federal  regulatory  agencies. 
These  estimates  were  prepared  by  the  agencies  involved,  and  compiled 
by  GAO  and  OMB.  The  statistics  suggest  reporting  costs  to  private 
industry  of  about  $850  million  a  year.9  The  total  is  dominated  by  two 
FCC  forms — radio  and  television  station  "daily  programs,  opera- 
tional, and  maintenance  logs'' — which  account  for  40,184,670  hours 
or  o'2  percent  of  the  total.  It  seems  likely  that  much  of  that  reporting 
would  occur  without  regulation.  The  remaining  reporting  burden  ex- 
cluding these  two  forms  would  suggest  an  annual  reporting  cost  of 
about  $279  million. 

Table  3-2. — Estimated  man-hours  required  by  reporting  requirements  of 
regulatory  agencies  for  year  ending  June  1976 

Estimated 
_  •  ■  .  man-hour*, 

Independent  regulatory  agencies  :  fiscal  1976 

Civil  Aeronautic   Board 283,  780 

Commodity  Futures  Trading  Commission 62,  990 

Consumer  Product  Safety  Commission 40,  710 

Federal   Communications   Commission 48,  070,  930 

Federal  Maritime  Commission 69,  500 

Federal  Power  Commission 1,  987,  800 

Federal  Trade  Commission 742,  050 

Interstate  Commerce  Commission 2,  670,  790 

Nuclear  Regulatory  Commission 4,  918,  480 

Securities  and  Exchange  Commission 45, 120 

Administrations,  departments  and  agencies  : 

Department  of  Transportation : 

Federal   Aviation   Administration 3,  065, 138 

Federal   Railroad   Administration 238,609 

National  Highway  Traffic  Safety  Administration 204,  911 

Department  of  Agriculture : 

Animal  and  Plant  Health  Inspection  Service 1,  468,  565 

Packers   and   Stockyards   Administration 25,  863 

Department  of  Commerce  :  Maritime  Administration 146,  692 

Department  of  Interior  :  Mining  Enforcement  Administration 192,  460 

Department  of  Labor : 

p]mployment    Standards   Administration 1,  658,  491 

Occupational  Safety  and  Health  Administration 192,  460 

Department  of  Health,  Education,  and  Welfare :  Food  and  Drug 

Administration    861,  015 

Environmental    Protection    Agency 596,  S39 

Federal    Energy    Administration 7,  845,  900 

Total    75,  395,  093 

Source  :  Special  tabulation  by  the  General  Accounting  Office  for  the  Independent  Regula- 
tory Agencies  and  FEA  and  special  tabulation  by  Office  of  Management  and  Budget  for 
administrative  departments  and  agencies  except  FEA. 


0  Assuming  an   average  yearly  compensation  of  $15,000  and  an  average  work  year  of 
2,000  hours. 
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Xo  reliable  information  is  presently  available  on  private  litigation 
costs  associated  with  Federal  regulation,  but  they  are  probably  large. 
In  the  case  of  the  Federal  Power  Commission  during  the  1960?s,  it  has 
been  estimated  that  the  FPC's  own  legal  costs  totaled  $10.6  million 
per  year  while  private  costs  related  to  litigation  concerning  that 
agency  came  to  $24  million  per  year.10  In  that  instance,  costs  to  private 
industry  exceeded  those  incurred  by  the  agency.  Similar  costs  prob- 
ably are  improved  and  incurred  by  other  regulatory  agencies  who — like 
the  FPC — are  principally  involved  in  licensing  and  rate  matters.  In  the 
more  recently  established  environmental,  safety  and  health  agencies, 
however,  a  large  part  of  agency  costs  involve  inspection  and  enforce- 
ment where  corresponding  direct  business  costs  would  ordinarily  be 
smaller.  Perhaps  a  reasonable  guess  is  that  total  private  litigation  costs 
related  to  Federal  regulation,  in  general,  are  at  least  of  the  same  order 
of  magnitude  as  the  agencies'  own  budgets. 

3.  Direct  private  sector  costs  of  complying  with  regulatory  require- 
ments 

The  largest  private  costs  of  regulation  are  undoubtedly  incurred  in 
industry  compliance  with  regulatory  controls.  As  with  other  cost  esti- 
mates in  this  area,  the  reliability  of  the  available  information — often 
furnished  by  the  regulated  interests  without  consideration  of  off-set- 
ting benefits — is  open  to  question,  and  needs  to  be  approached  with 
caution.  All  too  often,  industry-supplied  figures  reflect  antiregulatory 
bias  in  the  business  community.  All  the  same,  the  cost  information, 
which  industry  is  providing  with  increasing  frequency,  is  startling. 

Presently  the  Business  Roundtable  is  engaged  in  such  an  effort.  That 
study,  which  does  not  address  the  question  of  benefits,  will  analyze  costs 
incurred  by  member  companies  to  comply  with  the  regulations  of  sev- 
eral Federal  agencies.  The  findings  of  that  year-long  study  will  be 
available  in  early  1979.  Some  individual  companies  have  also  recently 
reported  cost  analyses.  For  example,  in  July  1978,  Caterpillar  Tractor 
disclosed  that,  according  to  its  own  study,  the  company  spent  over  $67 
million  in  regulatory  compliance  costs  in  a  single  year,  90  percent  of 
which  was  imposed  by  two  Federal  agencies  (EPA  and  OSHA)  that 
did  not  exist  prior  to  1970.11  In  April  1976  testimony  before  a  subcom- 
mittee of  the  Joint  Economic  Committee,  Dow  Chemical  reported  on 
what  it  termed  an  "extremely  conservative"  estimation  of  its  com- 
pliance costs  with  Federal  regulations.  Dow's  analysis  found  costs  of 
si  17  million  in  1975;  figures  for  1976  showed  a  cosHncrease  of  27  per- 
cent, for  a  total  of  $186  million,  about  a  third  of  which  was  viewed  as 
unnecessary.18 

"The  .•(>-<  of  excessive  regulation  is  a  tax  levied  on  every  citizen  in 
this  nation."  Iu  a  more  comprehensive  vein,  the  annual  McGraw-Hill 
survey  of  business  reportedly  estimated  that  the  private  sector  spent 
$3  '  billion  in  1976  to  comply  with  the  rules  of  Occupational  Safety 
and  Health  Administration  alone.18 

Small  business  also  feels  the  impact.  As  Senator  Tower  recently 
observed — 

Tho  smaller  business  is  hit  disproportionately  hard  by  paperwork,  as  well  as 
well  ;i  -  other  types  <>f  Government  regulation,  because  the  proprietor  usually 

^Stephen  Breyer  and  Paul  MacAvoy,  "Energy  Regulation  by  the  Federal  Power  Commis- 
sion," Brookings,  i!»T  i,  p.  i  i 

"  Congressional  Record,  .inly  20,  i<)78,  pp.  S.  11883-4. 

tlmony,  Paul  Orefflce,  President,  Bow  Chemical  DBA,  April  n,  1078,  before  Sub- 
committee   on    Economic    Growth    and    Stabilisation,    Joint    Economic    Committee,    U.S. 
ress. 
™  New  York  Times,  June  18,  1978,  i>.  IB. 
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has  to  do  it  himself  and  does  not  have  expensive  attorneys  and  account*] 

assist  in  compliance.1' 

Clearly  there  is  concern  over  the  regulatory  impact  on  small  busi- 
ness, as  evidenced  for  example  by  the  recent  Senate  passage  of  an 
amendment  to  exempt  from  OSHA  coverage  those  small  businesses 
which  employ  10  or  less  workers.  In  August  1978,  in  introducing  that 
proposal,  Senator  Bartlett  indicated: 

Mr.  President,  the  current  pace  of  inflation  makes  it  increasingly  difficult  for 
small  businesses  to  compete  effectively  in  the  marketplace.  Excessive  govern- 
ment regulation  exacerbates  their  problems  .  .  .  My  intention  here  is  only  to 
provide  relief  to  those  small  businesses  which  are  burdened  most  by  the  plethora 
of  OSHA  regulations 15 

Others  agreed,  and  a  motion  to  table  the  proposal  was  defeated 
42-f>l.16  Thereafter  the  amendment  was  carried.  In  this  area,  as  with 
the  larger  regulated  companies,  no  precise  and  reliable  information  is 
available  on  any  extensive  scale.  However,  there  are  indications.  For 
example,  the  president  of  Park  Sausage,  a  small  Baltimore  company, 
testified  before  Congress  that  his  company  spent  about  $06,000  to 
comply  with  regulations  in  order  to  raise  just  $400,000  in  new  equity 
capital.17 

Business  statistics,  as  previously  noted,  typically  provide  little 
analysis  of  the  benefits  of  regulatory  controls,  and  instead  focus  on 
the  burdens  imposed.  And  even  in  that  regard,  it  is  noteworthy  that 
private  sector  studies  tend  to  center  on  costs  imposed  by  those  regula- 
tions which  provide  no  direct  corporate  benefits.  A  significant  portion 
of  Federal  regulation  directly  benefits  the  private  sector,  by  restrict- 
ing competition  and  other  methods.  Those  clearly  advantageous  regu- 
latory activities  typically  are  not  the  subject  of  business-prepared 
cost  studies.  For  example,  it  is  significant  that  the  trucking  industry, 
which  generally  views  itself  as  a  beneficiary  of  ICC  controls,  has  pre- 
pared no  cost  studies  on  the  social  costs  of  that  regulation.  It  is  clear, 
as  will  be  further  discussed  later,  that  information  on  cost  provided 
by  business  interests  needs  to  be  approached  with  some  caution,  since 
natural  biases  accompany  such  estimates. 

a.  Costs  and  benefits  of  pollution  control 

The  most  complete  available  estimates  of  these  costs  are  in  the 
area  of  environmental  controls,  where  the  Council  on  Environmental 
Quality — CEQ — makes  annual  estimates  of  pollution  control  ex- 
penditures. CEQ  determines  those  estimates  on  an  incremental  basis — 
that  is,  the  level  of  expenditures  that  would  not  have  been  made 
without  the  EPA  pollution  control  programs.  Such  incremental 
expenditures  came  to  $9  billion  for  air  pollution,  $4.7  billion  for  water 
pollution,  and  $0.7  billion  for  solid  waste  in  1975.  The  CEQ  estimates 
that  by  1984  annual  incremental  costs  will  be  $18.6  billion  for  air,  $19.5 
billion  for  water,  $1.3  billion  for  solid  waste  and  $0.6  billion  for  land 
reclamation.18 


^Congressional  Record.  July  13.  197S,  p.  S  10691. 

15  Ibid.,  August  2,  1078,  p.  S  12325  (amendment  to  H.R.  11445).  The  provision  was 
not.  however,  adopted  into  law  in  the  95th  Congress. 

16  Ibid.,  p.  S  12332. 

17  Testimony,  Raymond  v.  Haysbert.  President,  Park  Sausage.  April  11.  197-;.  before  Sub- 
committee on  Economic  Growth  and  Stabilization,  Joint  Economic  Committee,  l.S. 
Congress. 

18  Council  on  Environmental  Quality  "Environmental  Quality.  The  Seventh  Annual 
Report  of  the  Council  on  Environmental  Quality,"  1976,  p.  145.  These  are  total  annual 
costs  including  operating  and  maintenance  expenses  and  interest  and  depreciation  on 
Investments  required  by  the  environmental  programs. 
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TABLE  3-3.  COMPARISON  OF  NATIONAL  POLLUTION  DAMAGE  ESTIMATES 

Base 
Media:  Study  year    Range,  in  billions  of  dollars  Estimates,  i  n  1975  dollars 

Air:  Ridker  (1966) 1970  7.3  to  8.9 10.1  to  12.3. 

Air:  Gerhardt  (1969) 1968  6  to  15.2  (best  8.1) 9.2  to  23.3  (best  12.4). 

Air:  Barret  and  Waddell  (1973) 1968  16.1 24.6. 

Air:  Babcock  and  Nagda  (1773) 1968  20.2 30.9. 

Air:  Justice,  Williams,  and  Clement  (1973)...  1970  2  to  8.7 2.8  to  12. 

Air:  Waddell  (1974). 1970  6.1  to  18.5  (best  12.3) 8.4  to  25.6  (best  17). 

Air:  National  Academy  of  Sciences  (1974).. „  1973  15  to  30  (best  20) 17.9  to  35.8  (best  23.9). 

Air:  Heintz  and  Hershaft  (1975) 1973  9.5  to  35.4  (best  20.2) 11.3  to  42.2  (best  24). 

Water:  Abel,  Tihansky,  and  Walsh  (1975)....  1970  5.5  to  15.5  (best  10.6)... 7.6  to  21.4  (best  14.7). 

Water:  Horak  and  Heintz  (1975).. 1973  4.5  to  18.6  (best  10.1) 5.4  to  22.2  (best  12). 

Sources:  R.  G.  Ridker,  "The  Problem  of  Estimating  Total  Cost  of  Air  Pollution:  A  Discussion  and  an  Illustration," 
report  to  the  U.S.  Public  Health  Service,  Washington,  D.C.,  July  1966;  P.  H.  Gerhardt.  "An  Approach  to  Estimation  of 
Economic  Losses  due  to  Air  Pollution,"  National  Air  Pollution  Control  Administration  (mimeo,  June  1869);  L.  B.  Barett 
and  T.  E.  Waddell,  "The  Cost  of  Air  Pollution  Damages:  A  Status  Report,"  AP-85  (Environmental  Protection  Agency, 
February  1973);  L.  R.  Babcock,  Jr.,  and  N.  L.  Napda,  "Cost  Effectiveness  of  Emission  Control,"  Journal  of  the  Air  Pollution 
Control  Association  (March  1973),  pp.  173-79;  C.  G.  Justice,  J.  R.  Williams,  and  J.  D.  Clement,  "Economic  Costs  of  Air 
Pollution  Dama°e,"  STAR  CR-103,  prepared  by  Science,  Technology  and  Research,  Inc.  (for  Southern  Services,  Inc., 
Birmingham,  Ala.,  May  1973);  T.  E.  Waddell.  "The  Economic  Damages  of  Air  Pollution,"  E PA-600/5-7 4-01 2  (Washing- 
ton: Government  Printing  Office,  1974);  National  Academy  of  Sciences,  National  Academy  of  Engineering,  "Air  Quality 
and  Automobile  Emission  Control,"  vol.  1,  "Summary  Report,"  prepared  for  the  Committee  on  Public  Works,  U.S.  Senate, 
93d  Cong.,  2d  sess.,  ser.  No.  93-24  (Washington:  Government  Printing  Office,  September  1974),  p.  121;  Fred  H.  Abel, 
Dennis  P.  Tihansky,  and  Richard  G.  Walsh,  "National  Benefits  of  Water  Pollution  Control"  (Washington,  D.C.:  Environ- 
mental Protection  Agency,  1975);  H.  T.  Heintz,  Jr.,  and  A.  Hershaft,  "National  Benefits  of  Controlling  Air  Pollution,"  and 
G.  C.  Horak  and  H.  T.  Heintz,  Jr.,  "National  Benefits  of  Controlling  Water  Pollution,"  prepared  for  the  Environmental 
Protection  Agency  by  Enviro  Control,  Inc.,  under  contract  No.  68-01-2821,  1975.  All  cited  in  "Environmental  Quality,  the 
Sixth  Annual  Report  of  the  Council  on  Environmental  Quality",  1975,  p.  517. 

The  benefits  to  be  set  against  these  costs  are,  of  course,  the  gains 
from  an  improved  environment.  Of  course,  part  of  the  benefit — such  as 
aesthetic  values — are  not  capable  of  precise  evaluation.  Table  3-3 
shows  a  number  of  estimates  of  the  total  costs  to  society  of  air  and 
water  pollution.  Since  they  were  made  for  earlier  years,  they  have  been 
expressed  to  1975  dollars  in  the  last  column  of  the  table  using  the 
gross  national  product  deflator  to  adjust  for  inflation.  This  makes  no 
adjustment  for  population  growth  so  the  benefits  may  be  somewhat 
understated.  Most  of  the  estimates  in  table  3-3  are  intended  to  be 
lower  bounds,  but  the  National  Academy  of  Science  estimate  is  meant 
to  be  an  upper  bound. 

If  all  pollution  damages  could  be  eliminated  by  1984,  the  damage 
estimates  to  table  3-3  would  be  lower  limits  of  the  benefits  from  the 
EPA's  programs.  That  would  be  so,  because  they  do  not  include  the 
benefits  from  pollution  already  prevented  at  the  time  of  the  estimate 
nor  benefits  from  preventing  additional  pollution  that  would  have  oc- 
curred, in  absence  of  regulation,  after  the  date  of  the  estimate.  On 
the  other  hand,  it  is  certainly  unlikely  that  all  adverse  effects  of 
pollution  will  be  eliminated  by  1984.  If  they  are  not,  then  the  the  bene- 
fits derived  from  environmental  controls  could  be  less  than  the  dam- 
age estimates  in  table  3-3. 

The  estimates  of  the  1984  costs  of  air  pollution  controls  are  roughly 
comparable  with  the  estimated  damages  from  air  pollution,  so  if  most 
of  these  damages  can  be  eliminated  with  the  expected  costs,  the  bene- 
fits of  controls  would  be  about  worth  the  costs.  In  the  case  of  water 
pollution,  however,  these  estimated  environmental  damages  are  con- 
siderably less  than  the  1  OS  1  estimates  of  pollution  control  costs.  For 
water  pollution  controls  to  pass  a  benefit-cost  test  the  damages  already 
prevented  and  the  added  damage  beyond  present  levels  that  would 
be  prevented  by  1984  would  have  to  be  quite  high.  Of  course  these  esti- 
mates probably  do  not  include  either  all  the  benefits  or  all  costs. 
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b.  Costs  and  benefits  of  automobile  safety  regulation 

A  second  area  where  cost-benefit  estimates  of  regulatory7  controls 
are  available  is  auto  safety.  The  estimated  cost  to  consumers  of  auto 
safety  devices  required  by  the  National  Highway  Traffic  Safety  Ad- 
ministration rose  from  $40  per  new  car  in  19G6  to  $24G  per  new  car 
in  1973.19  By  1973,  the  accumulated  costs  of  all  safety  devices  installed 
on  all  new  cars  sold  during  1966-1973  had  reached  $13.4  billion,  and 
the  total  cost  of  safety  devices  included  in  the  1973  model  year  was  s^.l) 
billion.20 

The  General  Accounting  Office  has  attempted  to  evaluate  the  bene- 
fits gained  by  safety  device  requirements.  GAO  limited  itself  entirely 
to  deaths  and  serious  injuries  avoided,  thus  ignoring  accidents  avoided 
as  a  result  of  safety  devices.  The  GAO  review  concluded,  on  the  basis 
of  differences  in  death  rates  per  model  year,  that  required  safety 
devices  through  1970  had  saved  28,230  driver  and  passenger  lives 
through  1974.  It  concluded  that  the  safety  devices  required  through 
1970  were  worth  the  cost,  although  some  questions  were  raised  con- 
cerning the  benefits  of  additional  devices  required  after  that  date.21 

More  recently,  a  study  prepared  for  the  Joint  Economic  Committer 
of  Congress  suggested  that  federally  mandated  safety  and  environ- 
mental features  have  increased  the  price  of  the  average  passenger  car 
by  $666  in  1978;  thus  compliance  with  those  regulations  would  cost 
the  consumer  something  in  the  vicinity  of  $7  billion  annually.22  How- 
ever the  National  Highway  Traffic  Safety  Administration  take-  sharp 
exception  to  those  estimations.  According  to  NHTSA  figures,  the  esti- 
mated average  price  to  consumers  of  safety  features  in  model  year 
1978  automobiles  is  only  about  $250,  a  figure  that  includes  manufac- 
turer and  dealer  profits.  NHTSA  also  points  out  that,  as  a  frame  of 
reference,  the  average  new  car  purchaser  spends  three  to  four  times 
the  amount  for  safety  features  for  various  comfort  and  convenience 
options,  such  as  air  conditioning  and  vinyl  roofs.  Finally  the  safety 
features,  according  to  NHTSA,  constitute  only  about  5  percent  of  the 
total  vehicle  price.23 

c.  Costs  and  benefits  of  selected  OSI1A  standards 

A  third  area  in  which  some  compliance  cost  estimates  are  available 
is  occupational  safety  and  health  regulation.  By  executive  order, 
OSHA  along  with  other  executive  branch  agencies,  was  required  to 
prepare  "Inflation  Impact  Statements''  in  connection  with  new  stand- 
ards proposed  after  December  1974.  Such  cost  estimates  for  some  pro- 
posed standards  are  contained  in  table  3-4.24  These  costs  may  be  exag- 
gerated, since  they  are  derived  from  industry  sources  which  have  an 
incentive  toward  overstatement.  In  addition,  they  are  based  on  exist- 

19  General  Accounting  Office,  Effectiveness,  Benefits  and  Costs  of  Federal  Safctj/  Stand- 
ards for  Protection  of  Passenger  Car  Occnipants,  July  7,  1976  p.  26.  By  1974  this  had 
risen  to  $386  per  new  car,  but  the  $122  additional  expense  in  1974  was  due  mainly  to  the 
seat  belt  interlock  device  which  was  eliminated  by  legislation  in  1974. 

20  Ibid.,  p.  27.  By  1974  the  cumulated  total  was  $14.5  billion  and  the  one  year  expense  for 
1974  was  $3.5  billion,  but  a  large  part  of  the  increase  in  1974  was  due  to  the  sent  belt 
interlock  which  was  subsequently  eliminated. 

21  Ibid.,  pp.  29-36. 

22  "The  Costs  of  Government  Regulation  of  Business."  prepared  for  the  usp  of  Subcom- 
mittee on  Economic  Growth  and  Stabilization,  Joint  Economic  Committee,  U.S.  Congress 
(1978). 

23  National  Highway  Traffic  Safety  Administration,  "The  Contribution  of  Automobile 
Regulation,"  June  1978. 

24  Inflation  impact  statements  were  also  issued  on  Vinyl  Chloride  Ethyl  Butyl  Ke- 
tone but  detailed  cost  estimates  were  not  included. 
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ing  technology  and  do  not  envision  future  technical  improvements, 
which  could  possibly  lower  compliance  costs. 


TABLE  3-4— OSHA  Cost  Estimates 
[In  millions  of  dollars] 


Annual 

operating 

and 

Total 

Capital 

maintenance 

annual 

Proposed  standard 

investment 

costs 

cost 

Noise: 

90  DBa  standard 10,500  241  i  1, 816 

85  DBa  standard 18,500  241  1 3, 016 

Coke  oven  standard 451-860  173-1,150  241-1,280 

Arsenic  standard 273  56  111 

Cotton  dust  standard  0.2mg/m» 2,672  NA  688 

'  Calculated  by  the  staff  at  15  percent  for  depreciation  and  return  on  investment. 

Sources:  BNA  current  reports  Jan.  22, 1976,  for  coke  ovens,  June  10,  1976,  for  arsenic,  June  24, 1976,  for  noise  and  Jan. 
6,  1977,  for  cotton  dust. 

The  benefits  expected  from  these  standards  were  expressed  in 
purely  qualitative  terms  in  the  cases  of  noise  and  arsenic  standards 
so  that  no  quantitative  relationship  between  costs  and  benefits  can 
be  reported.  In  the  case  of  coke  ovens,  the  study  estimates  that  240 
excess  deaths  per  year  occur  as  a  result  of  the  conditions  with  which 
the  standard  is  expected  to  deal.25 

The  cotton  dust  standard  is  estimated  to  prevent  1,749  cases  of 
byssinosis  (brown  lung  disease)  per  year  in  yarn  preparation  and 
weaving.  The  cost  per  year  in  yarn  and  weaving  is  estimated  at  $362 
million,  so  the  cost  per  case  avoided  is  $207.000.26  Of  course  that  figure 
necessarily  assumes  that  there  will  be  no  increase  in  the  workforce, 
and  does  not  necessarily  take  into  account  side  benefits  which  may  re- 
sult from  the  action.  So  too,  the  incidence  of  these  diseases  may  in- 
crease in  the  future  unless  controls  are  established.  The  standard  also 
applies  to  ginning  and  cotton  waste  users. 

OSHA  had  issued  many  other  standards  before  December  1974, 
when  no  inflation  impact  statements  were  required.  In  one  case,  as- 
bestos, an  academic  cost-benefit  study  was  attempted.27  The  annual 
compliance  cost  was  estimated  at  $73.5  million,  and  the  expected  num- 
ber of  lives  saved  per  year  was  estimated  at  1.596,  implying  a  cost  per 
life  saved  of  something  like  $46,900. 

B.  Indirect  or  Unintended  Cost  Impacts  of  Regulation 

/.  Excessive  capital  investment 

Many  important  costs  of  regulation  are  due  to  inefficient  produc- 
tion decisions  induced  by  regulatory  rules.  This,  it  should  be  empha- 
sized, apply  principally  to  economic  regulation,  rather  than  controls 
to  protect  the  public  health  and  safety. 

"OSHA     "Inflation  Impact  Statement— Coke  Oven  Emissions."  Feb.  7,  1970,  pp.  67-69. 
-'"OSITA.  "Inflation  Impart  Statement — Cotton  Dust."  Vol.  1,  p.  V-44. 
-7  Russell    Settle.   "Benefits   and   Costs  of  tho  Federal   Asbestos   Standard,      unpublished 
nnpor  presented  at  a  Department  of  Labor  Conference,  March  18-19,  1975,  in  Annapolis, 

Mm  r  viand. 
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One  is  the  so-called  Averch-Jolmson  effect.28  Where  a  regulatory 
commission  sets  rates  on  a  basis  that  permits  a  specific  return  on  the 
rate  base,  and  when  this  allowed  rate  of  return  exceeds  the  cost  of 
raising  capital,  the  utility  involved  has  an  incentive  to  increase  its 
rate  base  and  thereby  increase  the  net  earnings  of  stockholders.  In 
other  words,  the  allowed  profits  would  increase  in  proportion  to  the 
size  of  the  rate  base;  there  is  an  inclination  toward  investment  deci- 
sions which  use  too  much  capital  and  therefore  arc  unduly  costly. 

This  can  be  accomplished  in  a  number  of  ways.  The  firm  can  use 
especially  capital-intensive  methods  of  production,  such  as  nuclear 
powerplants  that  use  more  capital  and  less  fuel  than  conventional 
fossil  fuel  plants.  It  can  carry  more  reserve  capacity.  Peak  period 
rates  could  be  set  low  relative  to  off-peak  rates,  thus  encouraging 
greater  peak  demand — which,  in  turn,  requires  more  investment  in 
capacity,  thus  increasing  the  rate  base  and  allowing  greater  profits. 

This  tendency  to  over  invest  results  in  more  capital  being  used  than 
would  yield  minimum  costs.  Moreover,  the  distortion  is  greater  the 
closer  the  allowed  rate  of  return  is  to  the  cost  of  capital  provided  the 
allowed  rate  of  return  exceeds  capital  costs.  When  the  allowed  rate  of 
return  is  low  it  takes  very  large  investments  on  the  part  of  the  regu- 
lated utility  to  importantly  affect  profits.  In  theory,  the  regulatory 
agencies  have  the  power  to  exclude  items  from  the  rate  base.  Realis- 
tically, however,  it  is  not  easy  to  second-guess  the  regulated  firms' 
investment  decisions. 

Just  how  widespread  such  distortions  are  is  a  matter  of  controversy. 
Distortions  are  unlikely  to  be  serious  where  an  agency  sets  rates  for 
groups  of  competing  firms,  such  as  trucks,  railroads,  or  airlines,  be- 
cause rates  will  be  designed  to  yield  the  permitted  rate  of  return  for 
the  industry  as  a  whole.  Any  one  firm  that  lowers  cost  by  minimizing 
its  investment  would  have  little  or  no  effect  on  the  overall  rates  set 
by  the  commission  and  would  increase  its  profits.  Individual  firms 
would  therefore  have  little  incentive  to  over  invest. 

In  general,  the  conditions  for  the  Averch-Jolmson  effect  are  most 
commonly  f  nund  in  utilities  such  as  local  electric,  gas,  and  telephone 
service  which  are  regulated  at  State  or  local  levels.29  Mo?;t  federally 
regulated  industries  either  do  not  have  rate  base-rate  of  return  regu- 
lation or  are  regulated  as  whole  industries  rather  than  on  an  in- 
dividual firm  basis.  The  most  likely  examples  at  the  Federal  level  are 
long-lines  telephone  and  natural  gas  pipelines.  Even  in  these  cases 
and  in  the  cases  of  monopoly  utilities  such  as  local  electric,  gas,  and 
telephone,  the  utility  might  be  less  inclined  to  increase  its  rate  base 
if  there  is  a  long  regulatory  lag  during  which  it  can  benefit  by  mini- 
mizing costs.  Again,  in  recent  years  when  the  allowed  rate  of  return 
has  probably  been  less  than  the  cost  of  capital  there  would  be  no 
Averch- Johnson  effect  unless  the  firm  expects  a  return  in  the  future  to 
a  situation  where  the  allowed  rate  of  return  exceeds  the  cost  of  capital. 

28  Harvey  Averch  and  Leland  Johnson.  "The  Behavior  of  the  Firm  Under  Regulatory 
Restraint."  American  Economic  Review,  Dec.  1962,  pp.  1053-1069. 

29  The  only  empirical  studies  supporting  the  Averch-Johnson  hypothesis  have  dealt  with 
local  electric  power  companies.  They  are  :  H.  Craig  Peterson.  "An  Empiricnl  Test  of  Regu- 
latory Effects."  Bell  Journal  Spring  1975.  pp.  111-126;  Robert  Spann.  "Rate  of  Return 
Regulation  and  Efficiency  in  Production  :  An  Empirical  Test  of  the  Averch-Johnson  Thesi?." 
Bell  Journal,  Spring:  1974  :  and  Leon  Courville.  "Regulation  and  Efficiency  in  the  Electric 
Utility  Industry,"  Bell  Journal,  Spring  1974,  pp.  53-73. 
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If  the  Averch-Jolmson  effect  does  hold  up,  it  implies  that  conven- 
tional rate  of  return  regulation  of  monopoly  utilities  automatically 
carries  with  it  inefficient  allocation  of  resources.  Even  an  unregulated 
monopoly  would  have  incentives  to  minimize  production  costs  though 
it  would  still  set  price  above  cost.  An  effectively  regulated  one  would 
not  minimize  cost.30 

2.  Excess  capacity 

Another  general  effect  of  regulation  is  the  tendency  of  high  prices  to 
induce  excess  capacity.  If  prices  are  set  above  minimum  average  cost 
and  if  ability  to  sell  depends  on  capacity,  firms  will  tend  to  build  more 
capacity  than  necessary  in  order  to  get  a  larger  share  of  the  available 
profits. 

A  classic  case  was  in  the  prorationing  of  oil.  During  the  1950?s  and 
1960's  the  prorationing  authorities  maintained  output  at  levels  that 
assured  prices  that  were  very  high  relative  to  the  costs  of  flush  wells — 
or  wells  producing  at  high  rates  of  flow.  To  do  this  they  restricted 
output  of  flush  wells  to  a  given  percentage  of  capacity.  To  get  the 
right  to  produce  oil  you  needed  an  oil  well.  Every  oil  well  drilled 
brought  another  output  quota.  As  a  result  many  more  wells  were 
drilled  than  were  needed  to  efficiently  produce  the  oil  available  in 
known  oil  reserves.  As  additional  wells  were  drilled  output  from 
each  operating  well  had  to  be  cut  back  to  restrict  total  production  and 
maintain  the  higher  price.  Partly  as  a  result  of  this  regulation, 
the  United  States  produces  a  fifth  of  the  world's  oil  with  90  per- 
cent of  the  world's  oil  wells.31  Flush  wells  were  cut  back  as  far 
as  28  percent  of  capacity  in  the  early  1960's.32  Since  then,  increas- 
ing demand  and  limited  new  finds  have  lessened  the  problem.  All  oil 
wells  since  1972  have  been  allowed  to  produce  at  100  percent  of  the  al- 
lowable rate,  but  the  experience  from  the  end  of  \Yorld  War  II  to  the 
early  1970's  shows  how  regulation  can  induce  a  great  deal  of  excess 
capacity. 

A  similar  story  can  be  told  of  the  airlines  as  they  were  regulated  until 
(he  passage  of  the  "Airline  Deregulation  Act  of  1978."  Due  to  regula- 
tory controls,  airlines  could  not  compete  in  prices  until  recently;  but 
there  was  no  limit  to  the  number  of  flights  they  could  schedule.  The 
availability  of  flights  at  convenient  times  is  their  major  inducement  in 
competing  for  customers.  When  the  Civil  Aeronautics  Board  set  fares 
that  were  high  relative  to  costs,  competing  airlines  found  it  profitable 
to  add  more  flights.33  As  a  result  of  such  additions,  airlines  were 
unable  to  earn  especially  high  returns,  and  half-empty  aircraft  were 
common.  As  the  CAB  operated  in  the  19G0's,  the  loss  of  profits  due 
to  excess  capacity  led  to  another  rate  increase  which  in  turn  would 
yield  more  excess  capacity,  and  so  forth,  leading  to  a  seemingly  end- 
l  "ratchet  effect."  As  it  became  aware  of  these  consequences,  the 
CAB  began  to  set  rates  that  were  estimated  to  yield  the  desired  re- 


■'"' Of  course,  nn  unregulated  monopolist  might  consume  some  potential  profits  In  slack 
and  Inefficiency.  .       . 

■"•'  U.S.  share  <>f  non-COmmunlst  world  oil  output  was  20.2  percent  in  1075  (International 
Petroleum  Encyclopedia,  1976,  pp.  802  303)  U.S.  share  of  oil  wells  is  88.7  percent  (derived 
from  CIA,  "Major  Oil  and  Gas  Fields  of  the  Free  World,"  January  1070  and  IPAA.  "The 
oil  Producing  Industry  In  lour  state."  1975,  p.  ">). 

"•Congressional  Research  Service  telephone  conversation  on  Jan.  2r>.  1977,  with  Texas 
ad  Commission,  Austin,  Texas. 

eorge   W.    Douglas  and   James  C.    Miller,   "Economic  Regulation   of  Domestic  Air 

Transport,  Theory  and  Policy, "  BrOOklngS  Institution,  1!>74. 
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turn  with  a  load  factor  (percent  of  seats  occupied)  of  55  percent,84 
regardless  of  the  actual  load  factor.  If  consistently  adhered  to,  this 
policy  would  have  ended  the  rachet  effect,  but  the  target  rate  of  return 

the  CAB  chose  (12  percent  on  all  assets  after  tax)  was  so  high  that  it 
still  could  induce  a  great  deal  of  excess  capacity.  Much  of  this  will 
become  moot  as  the  provisions  of  the  "Airline  Deregulation  Ad  of 
197S,"  which  essentially  deregulates  the  industry,  become  effective. 

The  same  sort  of  thing  may  occur  with  common  carrier  trucking. 
Like  airlines  (at  least  until  recently),  common  carriers  cannot  com- 
pete on  price  but  can  attract  customers  with  prompt  service,  and  this 
in  turn  means  plenty  of  truck  capacity.  Excess  capacity  might  be 
expected  as  a  result.  Adequate  data  are  not  presently  available  to 
know  how  much  excess  capacity  actually  exists  among  the  common 
truckers,  but  substantial  amounts  seem  probable. 

3.  R<  gulatory  constraint  and  encouragement  of  peakload  pricing 

Another  area  in  which  regulation  has  sometimes  resulted  in  ineffi- 
ciency has  been  in  the  pricing  of  peak  and  offpeak  services.  The  cost 
of  providing  services  often  differs  greatly  between  periods  of  peak  de- 
mand and  offpeak  periods.  Peak  periods  costs  include  operating  ex- 
penses such  as  fuel,  labor,  and  materials,  plus  the  full  cost  of  plant 
and  equipment.  If  there  is  no  possibility  of  the  plant  being  fully  uti- 
lized during  offpeak  periods,  plant  is  essentially  not  a  scarce  resource 
during  these  periods  as  it  is  in  excess  supply.  Thus  offpeak  costs  are 
properly  seen  as  operating  costs  alone.  Prices  that  reflect  these  differ- 
ing costs  will  resut  in  a  more  efficient  allocation  of  resources  than 
prices  that  ignore  them.  For  instance,  if  peak  and  offpeak  customers 
are  charged  the  same  amount,  the  peak  customers  will  demand  more 
than  they  would  at  a  price  that  reflected  the  full  cost  of  serving  them 
(which  cost  includes,  of  course,  the  extra  capacity  needed  to  serve  the 
cost  load  demand)  and,  as  a  result,  more  plants  will  have  to  be  built. 
At  the  same  time,  offpeak  customers  will  buy  less  than  they  would  if 
they  were  charged  only  the  amount  of  the  avoidable  costs  of  serving 
them.  As  a  result,  plant  utilization  rates  will  be  lower  than  they  would 
be  with  peakload  pricing,  and  plant  costs  per  unit  of  output  will  be 
higher  than  they  need  to  be. 

Peakload  pricing  is  especially  important  in  public  utilities  because 
they  sell  services  that  cannot  be  easily  stored  (a  manufacturer  can 
smooth  out  peaks  by  producing  for  stock  during  slow  periods)  and  be- 
cause they  are  very  "capital  intensive.  Extra  capacity  in  utilities  results 
in  much  higher  costs. 

Long-distance  telephone  rates  provide  an  example  of  peakload  pric- 
ing. The  Bell  System  charges  higher  rates  during  business  hours  than 
in  the  evenings  and  on  weekends,  when  its  circuits  are  not  fully  uti- 
lized. When  offpeak  rates  were  reduced  sharply  in  the  1960's,  the  pub- 
lic responded  so  strongly  that  the  peak  was  shifted  from  business 
hours  to  the  early  evening.  This  led  the  telephone  company  to  revise 
its  rotes  further,  setting  intermediate  rate  levels  for  the  weekday  eve- 
ning hours  with  the  goal  of  equalizing  business  hour  and  evening  de- 
mand. Very  low  rates  were  set  for  late  evenings  and  weekends  when 
the  circuits  were  still  not  fully  utilized.  As  a  result  of  this  pricing 


"4  Theodore  Keeler,  op.  cit.,  in  appendix  to  this  volume. 
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strategy,  the  Bell  System  plant  is  more  fully  utilized  than  would  be 
the  case  without  peakload  pricing.  The  result  is  lower  overall  rates 
and  more  efficient  resource  use. 

In  other  areas,  the  response  of  regulatory  agencies  to  peakload 
pricing  schemes  has  been  far  less  positive.  The  Federal  Power  Com- 
mission explicitly  prohibited  that  strategy  in  a  1952  decision,  re- 
quiring that  half  of  capacity  costs  of  natural  gas  pipelines  be  assigned 
to  peak  and  offpeak  customers  alike  in  proportion  to  their  annual  pur- 
chases, and  that  the  remaining  half  be  assigned  according  to  their 
peak  period  demands.35  In  subsequent  years,  the  Federal  Power  Com- 
mission did  permit  departures  from  the  50-percent  rule  when  it  ap- 
peared that  the  pipelines  would  sustain  large  losses  in  offpeak  sales 
as  a  result  of  the  rule.  The  FPC's  insistence  that  offpeak  customers  pay 
a  substantial  part  of  the  pipeline's  overhead  was  intended  to  shift 
some  of  the  overhead  costs  from  residential  consumers  to  industrial 
users,  who  account  for  most  of  the  offpeak  demand. 

An  area  where  peakload  pricing  seems  appropriate  is  in  those  as- 
pects of  rail  freight  with  a  strong  seasonal  pattern,  particularly  the 
movement  of  agricultural  crops.  For  years  there  have  been  freight 
car  shortages  during  harvest  seasons.  A  natural  solution  would  be 
higher  freight  rates,  demurrage,  and  per  diem  charges  (freight  car 
rentals  to  shippers  and  railroads  respectively)  during  peak  periods. 
This  would  serve  to  keep  cars  moving  and  to  induce  shippers  to  post- 
pone shipments  during  peak  periods.  Iso  such  seasonal  variations  were 
adopted  during  the  1950's  and  1960?s.  The  result  was  either  shipping- 
delays  during  peak  periods  or  greater  excess  capacity  during  other 
parts  of  the  year.  The  ICC  finally  did  adopt  seasonal  variations  in 
per  diem  charges  in  1970,  and  the  'Railroad  devitalization  and  Regu- 
latory Reform  Act  of  1976  provided  explicitly  for  "railroad  rates 
based  on  seasonal,  regional,  or  peak  period  demand  for  rail  services."  36 
It  is  still  too  early  to  discern  the  effect  of  these  new  policies. 

4.  Regulatory  impediments  to  technological  change 

In  a  number  of  instances  regulation  has  acted  to  delay  or  impede 
technological  progress. 

A  notable  case  was  the  unit  train.  By  devoting  an  entire  train  to 
hauling  coal  from  a  single  mine  to  a  single  powerplant  a  railroad  can 
avoid  switching  costs  and  a  large  part  of  terminal  and  clerical  costs 
and  thus  reduce  total  costs  sharply.  These  potential  gains  have  been 
known  for  many  years,  but  the  ICC  had  ruled  as  early  as  1897  that 
lower  rates  on  trainload  shipments  were  illegal.  The  first  authorization 
of  multiple-ear  rates  on  particular  routes  occurred  in  1939."  That 
policy  was  introduced  slowly  in  other  parts  of  the  country.  For  ex- 
ample, until  1902,  rail  shipments  of  coal  from  the  Appalachian  mines 
to  eastern  cities  was  subject  to  individual  car  rates,  which  resulted  in 
substantial  discrimination  in  favor  of  coastal  powerplants  with  ac- 
cess to  imported  residual  fuel  oil.  Unit  trains  would  have  been  more 
profitable  for  some  railroads  but  only  in  1902  did  it  become  profit- 

the  matter  of  Atlantic  Seaboard  Corporation  nnd  Virginia  Gas  Transmission  Cor- 
poration. 11FPC42  (1052).  The  offpeak  customers  were  on  interruptible  service.  This 
meant  that  service  to  them  could  be  Interrupted  when  demand  exceeded  the  pipeline's 
capaelty.  This  arrangement  assured  that  the  offpeak  customers  would  not  require  the  con- 
struction of  additional  capacity. 

"•49  O.S.C.  1"). 

:rr  Molasses   from    New   Orleans,   Louisiana  to  Teoria  and  Pekln,   111.,   235ICC4S5    (10.10). 
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able  to  all  four  of  the  major  coal-hauling  railroads  to  shift  to  unit 
trains.  The  combination  of  rate  bureaus  and  ICC  regulation  served 
to  impede  the  rate  reductions  associated  with  unit  trains  long  after 
some  indiivdual  railroads  would  have  found  them  profitable."8 

Another  major  rail  innovation  was  "piggybacking"  where  truck 
trailers  are  carried  on  flat  cars.  That  innovation  took  several  forms — 
a  single  trailer  on  a  short  flat  car  or  two  trailers  on  a  long  one,  and 
again,  complete  trailers  or  merely  the  container  without  wheels.  The 
lowest  cost  form  would  be  one  container  on  a  short  flat  car.  The  con- 
tainer is  easier  to  secure  to  the  flat  car  and  offers  less  wind  resistance. 
The  shorter  flat  car  is  more  stable  on  a  curving  road  bed,  can  negoti- 
ate sharper  turns,  is  easier  to  switch,  and  avoids  excess  capacity  when 
only  one  container  is  shipped.  However,  the  ICC's  rail  form  A  specified 
a  minimum  revenue  for  a  fully  loaded  flat  car.  As  a  result,  the  price 
charged  per  container  for  a  single  container  flat  car  had  to  be  twice 
that  of  a  two  container  car,  in  spite  of  the  lower  cost  of  the  single 
container  car.  As  a  result  there  was  too  little  incentive  to  use  the  more 
efficient  method.  Moreover,  the  ICC  does  not  allow  lower  rates  for 
containers  than  for  whole  trailers,  thus  truckers  have  no  incentive  to 
switch  to  containers,  even  though  they  are  cheaper  to  haul.39  In  addi- 
tion, the  United  States  was  generally  slow  in  adopting  piggyback  com- 
pared with  Canada.  A  likely  reason  is  the  regulatory  policy  that  pre- 
vents American  railroads  from  operating  truck  lines.  Canada  has  no 
such  prohibition.40 

A  third  example  was  the  Southern  Railroad's  introduction  of  the 
"Big  John  hopper,"  a  large  aluminum  bodied  freight  car  designed  to 
carry  grain  at  very  low  cost  which  permitted  a  60-percent  rate  reduc- 
tion on  grain  shipments  in  multiple  car  lots  to  the  Southeast.  The  ICC 
decided  that  the  proposed  new  rate  would  be  inadequately  compensa- 
tory and  unjust  and  unreasonable,  and  the  agency  specified  a  higher 
rate.  The  ICC  decision  was  appealed  to  the  courts,  and  after  4  years  of 
litigation  the  Southern  Railroad  was  finally  authorized  to  charge  the 
proposed  low  rate.41  In  this  case  the  full  effect  of  the  innovation  was 
finally  realized,  but  over  ICC  opposition. 

The  ICC  has  obstructed  innovation  in  trucking  as  well.  To  cite  one 
example,  specialized  carriers  are  generally  prevented  from  taking 
backhauls  by  commodity  restrictions  in  their  certificates  of  conven- 
ience and  necessity.  But  for  these  restrictions,  new  truck  designs  could 
in  some  cases  permit  profitable  backhauls.  For  instance,  the  automobile 
carriers  could  be  designed  to  carry  other  commodities  as  well,  but  the 
ICC  has  not  permitted  other  freight  to  be  hauled.42 

Similarly,  the  FCC  has  delayed  the  introduction  of  cable  TV  and 
satellite  communications.  In  the  case  of  cable  TV,  a  main  reason  for 
its  adoption  by  a  consumer  is  the  promise  of  greater  choice  due  to  im- 
ported signals.  However,  imported  signals  reduce  the  audience  for 
local  broadcasters.  In  1966,  because  of  the  threat  to  broadcasting  rev- 
enues, the  FCC  froze  all  signal  importation  in  the  100  largest  markets. 

38  P.   W.   MacAvoy  and   J.    Sloss,   "Regulation  of  Transportation   Innovation,"  Random 
House.  1967. 

39  Aaron  Gelman.  "Surface  Freight  Transportation"  in  William  Capron,  ed.,  "Technologi- 
cal Change  in  Regulated  Industries,"  Brookings,  1971,  pp.  170-174. 

*°  Ibid.,  p.  181. 

«  Ann  Friedlander.  op.  cit,  pp.  93-94. 

42  Gelman,  op.  cit.,  p.  179. 
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Six  years  later,  the  freeze  was  lifted  but  the  FCC  adopted  rules  that 
significantly  limited  the  allowable  imported  signals.  As  a  result  FCC 
policy  has  greatly  limited  the  extent  to  which  cable  is  used  and  the 
number  of  signals  it  has  been  able  to  offer.43 

Development  of  satellite  communications  has  also  been  subject  to 
obstacles  from  FCC  policies.  Satellite  communications  is  much 
cheaper  than  oceanic  cable,  and  thus  posed  a  threat  to  the  viability  of 
the  four  transatlantic  cables.  That  possibility  was  avoided  by  the 
FCC's  decision  that  the  Communications  Satellite  Corporation 
( COMSAT)  could  sell  its  services  only  to  "authorized  users"  meaning 
common  carriers  in  the  affected  countries.  Transatlantic  rates  were 
maintained  at  high  enough  levels  to  keep  the  cables  profitable  and  in- 
deed a  fifth  ocean  cable  was  laid.  The  fifth  cable  resulted  in  lower 
t  transatlantic  rates  but  they  were  not  so  low  as  would  have  occurred  if 
( JOMSAT  had  been  able  to  compete  directly  for  customers.44 

The  Federal  milk  marketing  order  program  has  also  worked  to  sup- 
press the  sale  of  reconstituted  milk  produced  from  powdered  milk. 
Processor-distributors  are  required  to  pay  into  the  producers'  settle- 
ment fund  the  difference  between  the  price  of  the  powdered  milk  they 
use  and  the  price  of  class  I  fluid  milk.  This  has  kept  reconstituted  milk 
off  the  market  in  areas  where  market  orders  exist,  although  reconsti- 
tuted milk  has  sold  well  in  areas  without  such  orders.45  This  policy  is 
especially  costly  in  areas  far  from  the  low  cost  milk  producing  centers, 
because  transport  costs  are  much  lower  for  powdered  milk  than  for 
fluid  milk. 

One  of  the  most  controversial  instances  of  adverse  regulatory  effects 
on  technical  progress  is  in  the  field  of  pharmaceuticals.  The  Food  and 
Drug  Administration's  controls  of  new  dru^s  has  become  much  more 
thorough  since  the  1962  amendments  to  the  Food,  Drug  and  Cosmetics 
Act.  which  requires  FDA  approval  prior  to  human  testing  and  proof 
of  effectiveness  as  well  as  safety  prior  to  marketing.  The  result  has  been 
a  great  increase  in  both  testing  and  paperwork.  The  average  clearance 
time  for  a  new  chemical  entity  increased  from  2%  years  in  1962  to  7i/-> 
years  in  1972.  Since  the  life  of  a  patent  did  not  change,  the  period  of 
exclusive  marketing  was  reduced  from  14%  years  to  9i/->  years.  At  the 
same  time,  average  cost  of  development  increased  from  $i.2  million  in 
L962  to  $11.5  million  in  1972.46  in  large  part  because  of  the  additional 
testing  required.  Moreover,  the  risk  involved  in  drug  development  has 
increased  because  of  uncertainty  about  the  proof  of  effectiveness. 

The  natural  expectation  would  be  that  these  drawbacks  would  dis- 
courage  pharmaceutical  research  and  development.  In  fact,  there  has 
been  ft  sharp  decline  in  the  number  of  new  chemical  entities  introduced, 
and  the  average  number  approved  for  commercial  use  in  the  United 
a  Pell  from  56  per  year  in  1050-01  to  17  per  year  in  1963-75.*7 
Moreover,  much  drug  development  seems  to  have  shifted  to  other  coun- 

Bruce  < ►wen,  op.  <-\r. 
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tries.  The  United  States  is  no  longer  the  dominant  leader  in  drug 
research,  though  much  of  the  nondomestic  research  is  done  by  sub- 
sidiaries of  U.S.  firms. 

The  decline  in  new  drug  development  has  several  interpretations. 
The  obvious  one  is  that  higher  development  cost  and  greater  risk  cou- 
pled with  a  reduced  exclusive  sale  period  have  discouraged  new  drug 
development  in  general,  and  especially  the  development  of  certain 
products  with  very  limited  ultimate  markets.  An  alternative  interpre- 
tation is  that  the  well  is  running  dry.  The  great  outpouring  of  new 
chemical  entities  in  the  earlier  period,  according  to  this  theory,  were 
the  result  of  great  breakthroughs  in  the  World  War  II  period,  and 
no  comparable  breakthroughs  are  available  today.  The  decline  in  new 
drugs  did  begin  before  1962  and  occurred  in  Europe  as  well  as  the 
United  States.  At  the  same  time,  we  may  have  benefited  from  not  hav- 
ing had  to  pay  for  some  ineffective  new  drugs.48 

Altogether,  the  new  FDA  rules  have  at  least  delayed  the  introduction 
of  effective  drugs  by  several  years  and  may  have  inhibited  the  develop- 
ment of  useful  new  drugs  in  a  more  fundamental  way.  If  the  latter  is 
not  true,  then  it  would  be  because  drug  development  activities  have 
shifted  to  other  countries. 

5.  Effects  of  regulation  on  competition 

A  common  though  not  inevitable  effect  of  economic  regulation  is  to 
decrease  competition  in  the  regulated  sector.  Most  old-line  economic 
regulatory  agencies  control  entry.  This  is  true  of  the  ICC,  FCC,  FPC 
now  FERC  (for  pipelines),  the  banking  agencies  and  State  and  local 
regulation  of  intrastate  electric,  gas,  telephone  and  cable  TV  service. 
In  general,  regulation  has  made  new  entry  very  difficult.  Typically  an 
applicant  has  had  the  burden  of  demonstrating  that  a  proposed  serv- 
ice is  both  needed  by  the  public  and  not  presently  provided.  Often  such 
applications  are  opposed  by  existing  firms,  with  whom  the  applicant 
will  compete.  Such  opposition  has  proven  very  hard  to  overcome.  To 
cite  an  extreme  case,  the  CAB  since  it  was  created  in  1938  has  never  li- 
censed a  new  trunk  airline,  although  air  traffic  has  multiplied  240 
times  in  that  period.49  Of  course,  that  CAB  approach  has  been  very 
much  altered  by  recent  congressional  and  agency  initiatives  toward 
deregulation. 

Rates  for  regulated  industries  are  often  reached  by  agreement  among 
competing  firms  and  then  enforced  by  the  regulators.  In  the  trans- 
portation industries  the  law  expressly  exempts  these  rate  bureaus 
from  the  antitrust  laws.  A  trucker,  a  railroad,  or  an  airline  can  pro- 
pose new  rates  independently,  but  if  the  new  rate  is  lower  than  those 
of  competitors,  it  is  likely  to  be  contested  before  the  CAB,  and  over- 
ruled. Ocean  freight  rates  are  set  by  international  "conferences,"  in 
which  the  shipping  firms  participate,  and  international  air  fares  are 
set  by  the  International  Air  Transport  Association,  to  which  airlines 
with  foreign  routes  belong.  Rates  and  fares  set  by  these  cartels  are 

*s  It  wj>8  probably  not  a  matter  of  safer  drugs.  In  1962  the  law  already  required  that 
drugs  be  proven  safe  before  they  were  marketed.  The  main  change  in  1962  was  that  there- 
after they  had  also  to  be  proven  effective.  There  were  some  new  safety  provisions  with 
respect  to  the  free  market  human  testing  as  well. 

49  This  was  not  for  lack  of  applicants — the  CAB  received  applications  from  79  would  be 
entrants  from  1950  through  1974 — none  of  which  were  granted.  "CAB  Practices  and  Pro- 
cedures," p.  78. 
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theoretically  subject  to  review  by  the  FMC  and  the  CAB  respectively. 
In  fact,  they  are  usually  approved. 

Not  only  do  the  regulatory  agencies  permit  collusion,  they  then  en- 
force the  agreed-upon  rates/ Freight  rates  set  below  those  specified  in 
an  order  are  illegal.  This  is  important.  An  agreement  among  hun- 
dreds of  truckers  if  not  legally  enforced  would  almost  certainly  break 
down  in  short  order.  It  is  the  enforcement  by  the  regulatory  agencies 
that  makes  the  cartel  stick. 

The  regulators  generally  are  authorized  to  approve  or  disapprove 
mergers  as  well.  In  those  decisions,  competition  is  only  one  of  the 
considerations — and  one  that  often  receives  little  weight.  In  ICC 
merger  cases,  the  primary  concern  seems  to  be  whether  the  merged 
firm  is  likely  to  divert  business  from  other  truck  lines  or  railroads. 
Mergers  among  competing  railroads  or  banks  have  been  commonly  ap- 
proved by  the  regulators,  though  intervention  by  the  Justice  Depart- 
ment's Antitrust  Division  has  made  competitive  effects  important  in 
bank  mergers  today.  Virtually  all  regulatory  commissions  will  permit 
or  even  encourage  merger  where  an  unprofitable  firm  is  involved.  How- 
ever, the  alternative  of  a  merger  with  a  firm  in  another  industry  is 
often  prohibited,  thus  partially  protecting  corporate  managements  in 
regulated  industries  from  takeover  and  limiting  the  injection  of  new 
management  philosophies  into  the  regulated  sectors. 

It  is  not  inevitable  that  regulators  should  act  to  prevent  competi- 
tion. The  FCC  has  made  a  number  of  decisions  that  permitted  new 
entrants  in  parts  of  the  telephone  business — specifically  independent 
microwave  systems  that  compete  with  A.T.  &  T.  in  selling  leased  line 
services  and  independent  manufacturers  of  telephone  equipment  that 
do  compete  with  local  telephone  utilities  in  supplying  telephone  at- 
tachments, such  as  office  switchboard  systems.  Even  more  striking  is 
the  SEC  decision  that  prohibited  the  stock  exchanges  from  setting 
minimum  brokerage  fee  schedules  and  required  competitively  deter- 
mined fees.  Yet  such  procompetitive  acts  by  the  regulators  is  the 
exception  rather  than  the  rule. 

The  effect  of  competition  on  costs  is  mixed.  In  an  unregulated  com- 
petitive industry,  entry  and  price  competition  compel  firms  to  use 
minimum  cost  methods  of  production.  Where  either  entry  is  prohibited 
or  prices  are  set  above  minimum  costs,  this  pressure  for  low  cost  is  not 
present.  Regulated  firms  interested  in  maximizing  profits  will  still 
attempt  to  get  costs  as  low  as  possible,  but  ineffective  management  is 
not  eliminated  by  the  competitive  process. 

On  the  other  hand,  competition  can  force  costs  up  if  rates  are  fixed 
by  regulators.  The  drilling  of  unneeded  oil  wells  under  prorationing 
a,1(1  '  ss  capacity  in  airlines  both  were  the  result  of  competition 

when  regulation  keeps  prices  high.  Those  can  be  avoided  by  allowing 
competition  to  affect  prices  as  well  as  capacity.  Then  entrv  will  con- 
t  inue  only  as  long  as  prices  exceed  costs,  and  producers  will  be  deterred 
from  building  ex<  acity  because  prices  fall  to  the  level  of  costs. 

0.  1 1>  y  Effects  of  Regulation 

The  principle  inflationary  efforts  of  regulation  arise  from  its  effects 
on  the  supplies  and  costs  of  goods  and  service--.  Regulation  which 
requires  increased  capita]  expenditures,  as  for  pollution  controls,  can 
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raise  general  demand  pressure  on  price.-,  but  it  is  important  to  recog- 
nize that  the  overall  level  of  demand  or  spending  is  generally  a  matter 

for  fiscal  and  monetary  policy.  Thus,  the  inflationary  effects  of  regula- 
tion itself  are  not  a  separate  or  additional  category  of  cost  or  impact, 
but  a  result  of  the  other  costs  and  effects  discussed  in  this  report. 

Inflationary  impacts  or  effects  are  not  identical  with  increases  in 
such  indicators  as  the  Consumer  Price  Index  (CPI).  Many  regula- 
tions are  intended  to  yield  intangible  benefits  such  as  safer  products 
and  working  conditions  which  are  not  fully  reflected  in  the  market 
prices  of  goods  and  services,  and  hence,  are  not  directly  reflected  in 
the  standard  indicators  of  the  cost  of  living.  However,  the  costs  im- 
posed by  such  programs — in  terms  of  pollution  control  equipment, 
etc. — will  generally  be  reflected  in  prices.  Thus,  inflationary  effects 
must  bo  analyzed  with  great  care.  Unless  the  inflation  index  being 
used  reflects  all  of  the  relevant  costs  and  benefits,  the  estimates  will  bo 
biased:  and  the  bias  will  most  adversely  affect  those  programs  with 
intangible,  though  often  potentially  very  significant,  benefits. 

Clearly,  the  primary  determinants  of  the  inflation  rate  are  fiscal  and 
monetary  policies  affecting  the  overall  level  of  demand  or  spending 
pressure  in  the  economy,  as  well  as  such  conditions  as  the  nature  of 
collective  bargaining.  Taking  such  policies  and  conditions  as  given, 
any  regulatory  action  which  yields  benefits  smaller  than  the  costs 
imposed  may  be  viewed  as  inflationary.  That  is,  if  regulation  misal- 
locates  resources  by  requiring  activities  whose  benefits  are  more  than 
offset  by  the  costs  of  regulation,  the  real  output  of  the  economy  is 
reduced.  Therefore,  for  any  dollar  value  of  total  output,  such  as  GNP, 
the  average  cost  of  final  goods  and  services  will  be  raised.  Also  there 
may  be  important  side  benefits  of  regulation,  such  as  the  development 
of  new  pollution  control  industries,  which  would  not  be  reflected  in 
these  estimates.  This  broad  view  of  inflationary  impact  is  that  used 
by  the  Council  on  Wage  and  Price  Stability  which  has  noted :  "In  the 
Council's  view,  a  regulatory  action  is  inflationary  if  it  generates  costs 
to  society  exceeding  its  benefits.  .  .  .  On  the  other  hand,  an  action  gen- 
erating benefits  in  excess  of  its  costs  would  be  anti-inflationary "  50 

In  light  of  the  clear  bias  against  safety  and  environmental  regula- 
tions inherent  in  measuring  inflationary  impact  by  the  effects  on 
standard  price  indices,  this  broader  view  appears  clearly  preferable. 
Yet  it  is  also  clear  that  application  of  the  benefit-cost  principle  of 
inflationary  impact  is  hindered  by  the  difficulty  of  measuring  both 
benefits  and  costs.  However,  the  approach  of  the  Council  on  Wage  and 
Price  Stability  clearly  indicates  that  the  inflationary  impact  of  regu- 
lations cannot  and  should  not  be  approached  simply  by  considering 
effects  on  costs  and  total  spending.  A  report  on  the  Inflation  Impact 
Statement  Proa-ram  by  the  Council  on  Wage  and  Price  Stability  and 
the  Office  of  Management  and  Budget  clarifies  this  point : 

Take,  for  example,  an  environmental  standard  designed  to  result  in  cleaner 
water.  If  the  increase  in  costs  imposed  by  adoption  of  the  standard  is  smaller 
than  the  decrease  in  costs  realized  by  individuals  as  a  result  of  having  cleaner 
water,  then  the  total  cost  to  individuals  is  reduced.  Resources  are  being  used  more 


50  Comment  of  the  Council  on  Wage  and  Price  Stability  before  the  U.S.  Environmental 
Protection  Agency,  Air  Quality  Standards  Interpretative  Ruling,  Mar.  7,  1077,  p.  .3. 
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efficiently  (in  this  instance,  devoting  more  resources  to  cleaner  water  is  efficient), 
and  the  overall  impact  is  anti-inflationary.  On  the  other  hand,  if  the  co.sts  of 
cleaning  the  environment  exceed  the  reduction  in  costs  to  individuals  the  overall 
impact  of  the  regulation  is  inflationary.51 

It  is  clear  that  reductions  in  "costs" — such  as  improved  aesthetic 
quality  of  streams  or  greater  useability  of  watercourses  for  swimming 
and  fishing — should  be  considered  in  determining  whether  a  program 
is  in  fact  inflationary.  Proposals  or  regulations  should  not  be  labeled 
inflationary  simply  because  the  available  methods  of  accounting  and 
measurement  are  flawed  and  do  not  give  due  weight  to  the  actual 
benefits  or  costs.  Thus,  an  analysis  of  the  multi-billion  dollar  water 
pollution  control  program  would  indicate  that  it  may  induce  increased 
capital  expenditures  and,  hence,  greater  demand  and  inflationary  pres- 
sures. However,  as  the  program  becomes  increasingly  effective,  water 
quality  should  improve,  raising  the  total  real  value  of  output — an 
anti-inflationary  impact  which  is  unlikely  to  be  properly  or  fully  re- 
flected in  price  indices. 

Some  regulations  may  have  inflationary  effects  by  making  it  more 
difficult  for  firms  or  industries  to  respond  to  increased  demand  by 
expanding  output.  Thus,  regulations  which  prohibit  many  truckers 
from  carrying  certain  commodities  or  restrict  their  choice  of  routes 
mean  decreased  total  supply  available  to  meet  increased  demand  for 
shipment  of  those  goods  or  on  those  routes.  This  suggests  either  t hat- 
prices  will  be  pushed  up  more  rapidly  than  they  would  otherwise  or, 
if  trucking  rates  are  fixed  by  ICC  controls,  that  shortages  may  result. 
In  either  case,  rea]  output  ^s  smaller  than  it  would  otherwise  be  and 
the  real  cost  of  living  or  doing  business  is  increased,  which  is  an  in- 
flationary effect.  Thus,  any  regulation  which  restricts  the  ability  to 
■ud  supplies  can  have  inflationary  consequences. 
Regulations  which  hold  prices  below  market  levels  or  fix  prices  for 
some  period  of  time  might  be  seen  as  anti-inflationary.  This  can  be 
true  in  a  limited  sense,  in  that  keeping  the  price  of  a  good  below  what 
it  otherwise  would  be  means  that  the  CPI  or  some  other  price  index 
will,  in  the  first  instance,  necessarily  be  lower.  However,  if  supplies  are 
depressed  or  restricted  by  the  depressed  price,  total  output  will  fall, 
and  some  users  must  turn  to  less  desirable  or  more  expensive  alterna- 
tives. For  example,  regulation  of  natural  gas  has  induced  some  users  to 
shift  to  more  expensive  imported  products.  This  itself  raises  costs  and 
has  au  inflationary  impact.  Further,  as  users  seek  alternatives  to  the 
price  controlled  product,  the  prices  of  the  alternative  product  may  be 
pressed  upward. 

Yet,  fis<  al  aiw!  monetary  policy,  as  well  as  the  general  structure  of 
the  economy  in  terms  of  degree  of  competition  and  the  nature  of  col- 
lective bargaining,  and  other  important  institutions  arc  clearly  more 
significant  factors  in  setting  the  pace  of  general  price  increases.  Many 
of  the  anti-inflationary  benefits  of  regulation  are  unlikely  to  bo  fully 
reflected  in  Hie  usual  price  indices.  Clearly,  regulations  which  increase 
costs  or  restrict  output,  without  commensurate  benefits,  are  inflation- 
ary. But,  in  general,  the  inflationary  effects  of  regulation  are  a  result 
of  the  costs  and  effects  discussed  in  this  report,  and  not  a  separate  or 
additional  (dement  of  cost. 
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?.  Some  industry-specific  costs  of  regulation 

In  addition  to  the  costs  described  to  this  point  there  are  a  number 
of  costs  of  regulation  that  are  specific  to  particular  areas  of  regulation. 
Some  of  the  most  serious  concern  ICC  regulation  of  trucks. 

a.  ICC  constraints  on  truckers 

ICC  certificates  of  public  convenience  and  necessity  of  common  car- 
rier truckers  contain  restrictions  limiting  the  commodities  they  can 
haul,  the  routes  they  can  cover  and,  in  the  case  of  irregular-route  car- 
riers, the  areas  they  can  serve. 

Truckers  operating  on  general  commodity  authority  granted  by 
the  ICC  can  ordinarily  carry  a  broad  range  of  products,  excluding 
only  explosives,  personal  effects,  and  commodities  in  bulk.  But  there 
are  also  many  specialized  commodity  carriers,  which  have  narrow 
commodity  restrictions.  In  some  cases,  such  as  tank  trucks,  the  char- 
acter of  the  truck  limits  what  can  be  hauled.  Where  this  is  not  true,  the 
commodity  restrictions  serve  to  limit  the  possible  products  hauled 
and  therefore  impose,  to  some  extent,  empty  backhauls  and  waste. 

Another  problem  in  this  area  is  circuitous  routes.  Regular  route 
carriers  sometimes  must  travel  over  indirect  routes,  and  thereby  incur 
greater  cost  than  would  be  necessary.  The  opposition  to  more  direct 
routes  originates  with  competing  carriers  whose  profits  would  be  seri- 
ously eroded  if  rivals  had  shorter  and  faster  routes.  Similarly,  irregu- 
lar route  carriers  must  often  pass  through  specified  "gateways''  in 
traffic  among  points  in  their  service  areas.  In  response  to  the  energy 
crisis  in  February  1974,  the  ICC  permitted  irregular-route  carriers 
to  remove  as  much  as  20  percent  of  the  preexisting  circuity,  and  this 
reduced  the  problem  somewhat.  But  regular  route  carriers  and  irregu- 
lar route  carriers  with  more  than  20  percent  circuity  are  still  sad- 
dled with  more  mileage  than  is  necessary. 

Another  way  in  which  the  ICC  policies  affect  cost  is  the  allocation  of 
freight  between  rails  and  trucks.  When  first  regulated,  truck  rates 
were  made  to  coincide  with  rail  rates.  Since  trucks  are  faster  and  more 
reliable  they  were  able  to  skim  off  much  of  the  high  freight  rate  traffic. 
This  was  possible  because  of  the  value  of  service  rate  structure  of  the 
railroads.  That  is.  the  railroads  charged  what  the  traffic  would  bear — 
high  rates  on  high  value  goods  and  low  rates  on  low  value  bulk  com- 
modities. 

The  natural  response  of  the  railroads  was  to  reduce  freight  rates  on 
high  value  goods,  a  change  that  was  resisted  by  the  truckers.  And 
that  partially  explains  why,  as  late  as  the  midsixties.  the  ICC  was 
preventing  rate  reductions  by  the  railroads  in  competition  with  other 
modes.  This  occurred  despite  extensive  evidence  in  the  1950's  that  the 
marginal  costs  of  railroads  were  lower  than  trucks  for  longer  hauls 
(roughly  more  than  200  miles).  Thus  much  of  the  shift  to  trucks  was 
uneconomic.52 

This  problem  is  far  less  serious  today,  however.  For  the  last  decade 
the  ICC  has  interfered  much  less  in  rail  freight  rate  adjustments. 
The  development  of  the  Interstate  Highway  System  and  the  rise  of 
owner-operator  truckers  have  increased  the  range  over  which  trucks 


52  John  Meyer,  Merton  J.  Peck,  John  Stenason,  and  Charles  Zwick.  "'The  Economics  of 
Competition  in  the  Transportation  Industries,"  Harvard  University  Press,  1964,  Chapter 
VI ;  and  Ann  Friedlander. 
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costs  are  lower  than  rail.  The  distortions  induced  by  value  of  service 
rates  are  undoubtedly  still  present,  but  they  are  less  than  in  the  past. 
Haulers  of  agricultural  products  and  private  carriers  that  haul  their 
own  goods  are  exempt  from  ICC  control.  These  carriers  are  affected  by 
ICC  policies,  however,  and  their  costs  are  increased  as  a  result.  Agri- 
cultural carriers  must  not  carry  other  products,  and  private  carriers 
cannot  carry  goods  of  other  firms  or  even  goods  of  other  subsidiaries 
of  the  firm  that  owns  the  truck.53  As  a  result,  carriers  of  agricultural 
products  and  private  carriers  commonly  are  without  a  backhaul, 
and  their  co?ts  are  higher  as  a  result.  The  large  amount  of  such  ex- 
empt and  private  traffic  in  spite  of  this  disadvantage  is  evidence  of  the 
elevation  of  comon-carrier  truck  rates  above  marginal  costs. 

b.  Effects  of  FCC  spectrum  allocations  and  regulation  of  cabfo  tele- 
vision 

Federal  Communications  Commission  policies  have  also  increased 
social  costs  in  broadcasting,  though  in  many  cases  they  can  be  dis- 
counted as  ordinary  human  errors.  When  television  first  appeared  the 
FCC  seriously  underestimated  the  public  demand  and  allocated  only 
lo  VI IF  channels.  In  addition,  in  allocating  licenses,  the  Agency  fol- 
lowed a  policy  of  localism,  meaning  there  was  an  attempt  to  assure 
that  as  many  cities  as  possible  would  have  local  channels.  Conse- 
quently, FCC  licensed  no  more  than  three  or  four  VHF  channels  per 
city  in  the  largest  markets  and  fewer  in  others.  If  more  VHF  channels 
had  been  assigned  to  TV  or  if  a  set  of  high  powered  regional  sta- 
tions had  been  licensed,  most  viewers  could  have  had  access  to  a  half 
dozen  channels,  and  today  there  might  have  been  six  networks  instead 
of  three.  Consumers  would  have  had  wider  choices  as  a  result  of  in- 
creased competition.  Also,  the  enormous  profits  of  owners  of  licenses 
would  have  been  less. 

Recognizing  its  error  with  the  VHF  spectrum,  the  FCC  in  1952 
set  aside  70  UHF  channels  for  television.  However  broadcasters  using 
UHF  channels  were  at  an  extreme  disadvantage.  The  audience  was 
initially  limited  because  most  television  sets  were1  not  equipped  to  re- 
ceive UHF  channels.  Since  1962,  all  new  sets  sold  in  this  country  must 
be  able  to  receive  UHF  channels.  However,  the  UHF  disadvantage 
continues  because  signals  of  that  spectrum  have  shorter  ranges  than 
VHF  and  because  it  has  been  difficult  to  tune  them  accurately.  In 
general,  independent  UHF  stations  have  lost  money  and  network 
UHF  .-tat ions  have  earned  far  lower  profits  than  VHF  stations. 

As  a  result,  the  UHF  band  is  largely  unoccupied.  The  re- 
mainder of  the  electromagnetic  spectrum  is  fully  used  and  the  large 
of  the  total  spectrum  devoted  to  UHF  would  be  of  great  value 
for  other  communications  purposes,  though  at  present  it  remains 
Largely  idle. 

Greater  consumer  choice  is  possible  through  cable  TV,  where  there 
is  no  interference  problem  and  where  there  is  room  for  dozens  of  chan- 

r  this  prohibition  is  to  eliminate  tlio  advantages  that  conglomerates  would 
lized    firms   because   they   would   have  backhauls    (empty  return   trips)    of 
their  subsidiaries'   products  whereas  specialized   firms  would   have  no  such  backhauls    No 
such  problem  would  arise  at  all  If  the  ICC  did  not  prevent  backhauls  and  restrict  the  oper- 
ations of  common  carriers  and  private  truckers. 
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nels.  The  FCC  has  asserted  regulatory  authority  over  cable,  however, 
and  that  assertion  had,  until  recently,  been  sustaind  as  lawful  by  the 
courts.  The  court  of  appeals  decision  in  Home  Box  Office**  directly 
relaxed  some  FCC  restrictions  on  pay  cable  television  and  may  have 
cast  doubt  on  other  aspects  of  cable  regulation  as  well.65  Subsequent 
FCC  regulation  of  cable  has  been  very  restrictive.  It  has  severely 
limited  the  number  of  signals  that  cable  companies  can  import. 
Moreover,  under  the  FCC's  antileapfrogging  rules,  the  signals  must 
be  imported  from  the  nearest  source.  In  most  cases  this  cuts  out  New 
York  and  Los  Angeles  whose  strong  independents  could  provide 
most  of  the  new  programing.  Further  FCC  policies  limit  consumer 
choice  much  more  than  is  necessary  in  order  to  protect  over-the-air 
broadcasting.  Considering  the  success  of  cable  in  such  cities  as  San 
Die<ro.  consumers  would  be  willing  to  sustain  the  cost  of  additional 
channels."6  Unlimited  free  importation  of  signals  would  mean  larger 
profits  for  cable  interests  and  greater  viewing  choices  for  consumers. 

c.  Cost  impacts  of  FPO  (FERC)  regulation  of  natural  gas 

The  Federal  Power  Commissions  (now  FERC)  control  over  gas 
prices  also  has  had  its  effects  on  allocation  of  resources  and  therefore  on 
costs  of  production.  By  keeping  the  prices  of  gas  down,  FPC  policy 
has  created  a  shortage  which  lias  resulted  in  various  sorts  of  rationing. 
Industrial  consumers  with  alternative  sources  of  fuel  have,  as  often 
as  possible,  chosen  gas  because  it  is  so  cheap.  Residential  consumers 
have  not  been  allowed  to  bid  gas  away  from  them.  In  consequence, 
gas  undoubtedly  has  not  been  committed  to  its  most  valuable  uses  in 
many  cases.  Under  provisions  of  the  recently  enacted  Xatural  Gas 
Policy  Act  of  1978  by  1985  deregulation  of  the  bulk  of  new  natural  gas 
will  reduce  these  tendencies,  though  much  natural  gas  will  be  still  sub- 
ject to  price  controls.  Because  of  this,  prices  to  consumers  will  generally 
remain  below  the  costs  of  extra  supplies.57 

One  effect  of  gas  regulation  and  the  exemption  of  intrastate  sales. 
has  been  to  divert  large  amonnts  of  gas  into  intrastate  markets.  This 
in  turn  has  encouraged  location  of  many  gas-using  industries  in  gas 
producing  states  even  when  real  cost  advantages  do  not  otherwise 
exist.  The  transfer  of  industry  from  the  Northeast  and  Midwest  to  the 
Southwest  is  in  part  a  consequence  of  this  regulatory  policy.  Under  the 
Natural  Gas  Policy  Act  of  1978,  price  controls  will  be  extended  to  in- 
trastate sales  of  new  gas,  mitigating  these  effects.58 

d.  Regional  effects  of  Federal  milk  pricing  ree/ylation 
Similarly,  milk  marketing  orders  which  set  high  prices,  for  milk 

intended  for  direct  human  consumption,  at  points  far  from  the  upper 
Midwest  has  shifted  an  important  part  of  the  milk  production  industry 
to  consuming  centers  far  from  its  natural  center.  A  substantial  part 

»  Home  Bot  Office  Inc.  v.  FCC,  DC  Cir.  75-1280.  Mar.  25.  1077. 

63  See  Paul  W.  MacAvoy,  "Deregulation  of  Cable  Television."  American  Enterprise 
Institute  for  Public  Policy  Research,  pp.  89-97. 

58  One  study  estimated  that  the  public  would  be  •willing  to  pay  $3.5  billion  to  reeeive  the 
three  network  affiliates  plus  four  strong  independents.  Since  the  cost  of  providing  that 
much  cable  service  would  be  SI. 8  billion,  they  would  have  a  net  gain  of  SI. 7  billion.  Rocror 
Noll.  Merton  J.  Peck,  and  John  J.  McGovern,  "Economic  Aspects  of  Television  Regulation," 
Brookings.  1973,  p.  171.  " 

57  Department  of  Energy  Office  of  Public  Information,  "National  Gas  Act."  November 
1978. 
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of  milk  production  now  occurs  in  such  areas  as  Texas  and  Florida  that 
would,  in  an  unregulated  market,  be  produced  in  the  Upper  Midwest. 
The  location  of  milk  producers  in  high  cost  areas  results  in  higher 
milk  production  costs  than  necessary. 

C.  The  Overall  Effect  of  Regulation  on  Prices  and  Economic 

Welfare 

1.  Cost  impact  evidence  from  unregulated  sectors 

A  glimpse  of  the  costs  of  regulation  can  be  gained  from  considera- 
tion of  comparable  industries  not  subject  to  such  controls. 

For  example,  intrastate  airlines  are  exempt  from  CAB  regulation, 
though  they  are  subject  to  controls  at  the  State  level.  In  both  Califor- 
nia and  Texas,  vigorously  competitive  intrastate  airlines  have  appeared 
whose  rates  are  considerably  lower  than  CAB-regulated  carriers.  For 
instance,  in  1975,  the  fare  from  Los  Angeles  to  San  Francisco  was 
$18.75  compared  with  $38.89  and  $37.96  on  the  equally  long  interstate 
routes  from  Chicago  to  Minneapolis  and  New  York  to  Pittsburgh  re- 
spectively.59 In  general,  the  intrastate  fares  are  50  percent  to  70  percent 
of  interstate  fares  for  similar  distances.00  The  difference  is  not  primar- 
ily one  of  profits  but  rather  of  much  bigger  costs  on  the  routes  con- 
trolled by  the  CAB  due,  in  turn,  to  competition  among  carriers  in 
scheduling  and  the  resulting  large  scale  excess  capacity.  All  of  this 
has  been  changing  under  CAB  administrative  reforms;  and  imple- 
mentation of  the  recently  adopted  "Airline  Deregulation  Act  of  1978" 
should  further  lessen  these  efforts. 

Another  glimpse  of  what  might  be  possible  in  unregulated  mar- 
kets occurred  in  the  1950's  when  courts  ruled  that  fresh  and  frozen 
poultry  and  frozen  vegetables,  fruits,  and  berries  were  agricultural 
products  and  therefore  that  truck  transportation  of  such  items  was 
exempt  from  ICC  regulation.  In  1957,  the  Department  of  Agricul- 
ture conducted  studies,01  of  unregulated  truck  rates  and  services 
compared  with  the  earlier  regulated  experience.  The  Department 
found  that  truck  rates  on  fresh  poultry  fell  b}^  an  average  of  33  per- 
cent, those  on  frozen  poultry  fell  by  an  average  of  3G  percent,  and  those 
on  frozen  fruits  and  vegetables  fell  by  an  average  of  19  percent.  During 
the  same  period  rail  rates  were  rising.  In  general  it  was  reported  that 
the  quality  of  service  had,  if  anything,  improved.  It  is  uncertain 
whether  these  products  were  special  cases  or  whether  the  situation  has 
significantly  changed  since  1957,02  but  those  experiences  suggest  that 
unregulated  rates  would  be  at  least  20  percent  lower  than  regulated 
rates.  The  large  amount  of  private  carriage  (roughly  40  percent  of 
t  ruck  freight)  in  spite  of  the  lack  of  backhauls  in  many  cases  suggests 

.  il  Aeronautics  Board  Practices  and  Procedures"  Report  of  the  Srhcommittee  on 
Administrative  Practice  and  Procedures  of  the  Senate  Judiciary  Committee,  GPO,  1975. 
p.  41 

«°Ibld. 

fll  J.  K.  Snit/.ler  and  R.  .».  Byrne,  "Interstate  Trucking  of  Fresh  and  Frozen  Poultry 
Under  Agricultural  Exemption,'1  USDA  Agricultural  Marketing  Report  224,  (1058  proc- 
eeded) and  "Interstate  Trucking  of  Frozen  Fruits  and  Vegetables  Under  Agricultural 
Exemption",  Agricultural  Marketing  Report  No.  316  (1059  processed). 

•The  exemptions  were  eliminated  by  new  legislation  in  1958. 
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that  regulated  rates  remain  quite  high  compared  with  marginal  copts. 
Again  high  rates  resulting  from  regulation  do  not  necessarily  go  to 
profits.  Some  of  the  difference  has  been  capitalized  and  appears  as 
"good  will"  on  the  books  of  trucking  firms  that  have  acquired  truck 
operating  rights  by  purchase  or  merger.63  Another,  part  of  the  busi- 
ness return  has  probably  been  won  by  the  Teamsters  Union  for  its 
members  in  the  form  of  higher  wages  (a  large  part  of  the  exempt 
carriage  is  hauled  by  nonunion  owner-operators),  and  some  has 
probably  gone  into  higher  operating  costs  clue  to  excess  capacity, 
circuitous  routes  and  empty  backhauls. 

2.  The  cost  effects  of  price  controls:  Principles  and  evidence  from 
energy  and  transportation  regulation 

In  other  areas,  regulation  lias  resulted  in  prices  much  lower  than 
would  occur  in  unregulated  markets.  The  most  striking  case  is  natural 
gas  where  gas  sold  in  interstate  commerce  has  been  strictly  regulated 
with  an  average  price  (in  June  1976  64)  of  53.67  cents  per  thousand 
cubic  feet  (MCF).  In  contrast,  gas  sold  in  intrastate  commerce  had  a 
price  of  about  $1.60  per  MCF  in  the  second  quarter  of  1976.65  If  regula- 
tion were  eliminated,  the  price  would  certainly  rise  and  would  probably 
exceed  the  intrastate  level,  because  the  entire  country  would  be  bidding 
for  it  and  not  just  those  consumers  in  gas-producing  States.  Provisions 
of  the  recently  enacted  National  Energy  Act  will  ultimately  have  this 
effect,  at  least  in  part. 

Similarly,  the  price  of  "lower  tier  oil"  (oil  subject  to  price  controls 
in  1975  produced  in  volumes  no  greater  than  the  same  property  yielded 
in  1977)  was  $5.44  per  barrel  in  June  1978.  At  that  time,  $12.15  per 
barrel  was  the  price  of  "upper  tier  oil"  (oil  produced  on  a  particular 
property  in  excess  of  its  1975  output  plus  the  quantity  of  oil  produced 
in  1975  and  not  subject  to  price  controls  in  1975 — roughly  oil  produced 
from  particular  properties  in  excess  of  their  1972  levels).  And  im- 
ported oil  and  oil  from  wells  producing  no  more  than  10  barrels  per 
day  were  not  controlled  and  were  selling  at  a  price  of  $13.28  per  barrel 
in  June  1978. 66  The  high  prices  for  imported  oil  are  certainly  not  com- 
petitive, but  instead  are  determined  by  an  international  cartel.  But 
those  prices  do  give  some  indication  of  what  domestic  producers  would 
receive  absent  regulatory  controls. 

a.  Distributive  effects  of  controls 

Prices  above  or  below  competitive  levels  at  least  represent  transfers 
from  and  to  consumers.  That  is,  where  prices  are  increased  by  regula- 
tion, consumers  are  poorer  and  producers  are  richer  as  a  result.  Since 
both  consumers  and  producers  are  part  of  society,  the  transfer  is  not 
itself  a  cost  to  society  as  a  whole. 


63  According  to  the  American  Trucking  Association,  "Recent  acquisitions  in  the  motor 
carrier  industry  indicate  that  amounts  paid  for  operating  authorities  are  approximately 
15  to  20  percent  of  the  annual  revenue  produced  by  those  authorities."  American  Trucking 
Association,  "Accounting  for  Motor  Carrier  Operating  Rights,"  a  brief  and  petition  pre- 
sented to  the  Finance  Accounting  Standards  Board,  undated,  about  1975,  p.  6. 

64  FPC  press  release  22727,  Nov.  11.  1976. 

63FPC  Opinion  77A,  pp.  112-113.  In  the  second  quarter  of  1976  the  average  price  in  new 
contracts  in  intrastate  commerce  was  $1.59  per  MCF  and  the  average  price  in  renegotiated 
contracts  was  $1.66  per  MCF. 

66  Telephone  conversation  with  Ivan  Maple  of  Department  of  Energy,  June  13,  197S. 
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The  transfers  may  be  large,  however,  and  thus  are  certainly  a  matter 
of  concern.  For  instance,  total  revenues  of  the  scheduled  airlines  before 
subsidy  were  £16.6  billion  in  the  year  ending  June  30.  19T6.67  If  their 
fares  are  elevated  by  20  percent  as  a  result  of  regulation,  then  con- 
sumers paid  $3.3  billion  more  for  air  travel  used  in  that  year  than 
would  have  been  the  case  in  the  absence  of  regulation.  Similarly,  com- 
mon carrier  truck  revenues  were  $20.7  billion  in  1973.68  If  truck  rates 
were  elevated  by  20  percent  as  result  of  regulation,  then  consumers 
paid  $4.1  billion  more  for  truck  freight  moved  in  1973  than  they  would 
have  for  the  same  service  in  the  absence  of  regulation.  If  these  were 
merely  transfers  they  would  mean  that  consumers  were  poorer  and 
carriers  were  richer  by  the  indicated  amount.  In  fact,  however,  the 
higher  prices  that  result  from  regulation  seem  to  go  mainly  into  higher 
costs  as  a  result  of  excess  capacity,  empty  backhauls,  circuitous  routes, 
and  the  like — and  these  are  real  costs  to  society. 

Prices  that  are  below  market  levels  also  involve  transfers,  this  time 
from  producers  to  consumers.  In  1975,  11.4  trillion  cubic  feet  of  gas 
subject  to  FPC  controls  were  sold.69  In  the  absence  of  regulation,  the 
average  price  of  this  gas  would  have  been  at  least  $1  higher  and  per- 
haps as  much  as  $1.50  higher  than  the  regulated  price.  This  means  that 
gas  consumers  paid  at  least  $11.4  billion  and  perhaps  as  much  as  $17.1 
billion  less  for  gas  than  they  would  have  in  the  complete  absence  of 
regulation,  and  gas  producers  received  that  much  less.  Similarly,  in 
the  absence  of  regulation,  all  oil  would  sell  at  the  import  price,  con- 
sumers would  pay  about  $15  billion  more  and  domestic  producers 
would  receive  about  $15  billion  more  per  year  than  at  present.70 

h.  Effects  of  controls  on  resource  allocation  and  efficiency 

Prices  above  or  below  competitive  levels  do  cause  a  net  loss  to  society, 
however.  Figure  1  represents  the  demand  and  minimum  attainable 
costs  for  some  services  such  as  trucking  where  price  is  set  above  com- 
petitive levels.  Consumers  would  be  paying  Jy1  and  buying  Qi,  but  they 
would  be  willing  to  buy  more  of  the  service  at  lower  prices,  and  it 
could  l>e  supplied  at  real  costs  lower  than  the  price.  The  difference 
between  the  price  that  consumers  would  pay  for  a  bit  more  output  and 
the  cost  of  supplying  additional  services  represents  a  net  loss  to  society 
because  consumers  value  extra  output  more  highly  than  its  cost  of  pro- 
duction. For  instance,  with  a  small  reduction  inprices  from  Pt  to  P2 
consumers  would  buy  the  additional  amount  of  services  represented  by 
the  width  of  the  first  narrow  column  in  figure  1  (Q1-Q2).  The  cost  of 
that  service  in  terms  of  other  goods  given  up  is  indicated  by  the  cost  of 

07  CAR,  Bureau  of  Accounts  and  Statistics,  "Quarterly  Financial  Review,"  vol.  2-70, 
September  1976.  Total  revenues  were  $14,200,000,000  for  the  trucks  and  $1,400,000,000 
before  subsidies  for  the  local  service  airlines. 

88  ICC,  third  release  of  part  7,  "Transportation  Statistics  in  the  United  States  for  the 
Ended    Dec.    31,    1973"    (for   class    I    and    II    carriers — their    total    revenues    were 
S19.000.000, 000)   and  "Selected  Statistics  of  Class  III  Motor  Carriers  of  Propertv,  1073.' 
(Their  total  revenue  was  $1,700,000,000). 

■  FPC  form  15.  107G,  cited  in  opinion  No.  770. 
David  Montgomery,  op.  clt.,  pp.  173-4. 
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Quantity 


Figure  1 
Efficiency  gains  from  cost-based  pricing — I 

production,  so  the  net  gain  to  society  of  producing  the  small  additional 
output  is  shown  by  the  difference  between  the  price  and  the  cost  which 
is  shaded  in  figure  1.  Similarly,  a  further  price  reduction  to  P3  would 
result  in  a  further  addition  to  consumption  shown  by  the  second  col- 
umn with  the  further  gain  indicated  by  the  shaded  part  of  the  second 
column.  This  can  continue  until  the  price  reaches  a  point  where  it  just 
rovers  suppliers'  costs  (P5  in  figure  1).  Beyond  that  point  there  could 
be  nothing  more  to  gain  from  lower  prices,  since  the  value  of  extra 
output  to  consumers  would  be  below  cost.  Figure  1  understates  the 
total  loss  because  of  the  large  drops  in  price  that  were  used  in  order  to 
make  the  diagram  readable.  Figure  2  represents  the  same  analysis  but 
with  infinitesimal  changes  in  price.  The  shaded  triangle  represents 
the  value  to  consumers  over  and  above  the  minimum  attainable  costs 
of  output  that  could  be  produced  and  is  not  because  of  regulatory  in- 


Quantity 


Figure  2 

Efficiency  gains  from  cost-based  pricing — II 

creases  in  price.  This  is  a  deadweight  loss  that  consumers  lose  but  pro- 
ducers  do  not  receive  so  it  is  a  net  loss  to  society.71 

This  loss  can  be  estimated,  though  such  attempts  are  very  inexact 
because  they  depend  on  estimates  of  elasticity  of  demand  and  supply — 
that  is,  how  responsive  demand  and  production  are  to  changes  in  price. 
If  demand  is  very  inelastic  (unresponsive)  then  the  social  loss  due  to 
high  prices  is  small  because  the  high  prices  do  not  significantly  distort 
consumption  decisions.  Let  us  assume  that  the  demands  for  air  travel 
and  truck  freight  have  elasticities  of  1 — meaning  that  a  10  percent  fall 
in  price  will  lead  to  a  10  percent  increase  in  quantity  demanded.  Then, 
if  regulation  results  in  20  percent  price  increases,  the  social  losses  in- 
volved in  high  prices  for  these  two  groups  of  carriers  would  be  about 
2  percent  of  their  revenue.72  Using  $16.6  billion  for  airlines,  the  social 

71  The  Bame  diagram  shews  the  value  of  the  transfer  involved.  It  is  the  elevation  of  price 

(PxC)  times  the  output   (OQi)  and  pan  be  represented  by  the  area  of  the  rectangle  PiABC. 

em«  likely,  regulation  lias  resulted  in  a  ris<>  in  costs  above  the  minimum  to  Pi  as 

II  of  excess  capacity,  empty  backhauls,  and  the  like,  then  the  total  loss  to  society 

would  •  <  '   the  rectangle  plus  th<>  triangle  or  the  area  PiADC1. 

rmula    Is     l^Xtotal    revenueX (percentage    margin    over    minimum    cost)    2X 

a  margin  of  20  percenl  and  an  elasticity  of  l  the  loss  is   '..  (.20)»X 

total    revenue     1    or    .02Xtotal    revenue.    A    much    more    careful    attempt    to    estimate    the 

I  "om  prices  in  excess  of  cost   in  freight  was  made  by  Ann  Frledlander  ("The 

Dilemma  of  Freight   Transport    Regulation,"  Brookings,   1969,  pp.  7.'5  74)    for  1901.  She 

estimated  that   mil  freight   rates  resulted  in  a  social  loss  equal  to  about  2  percent  of 

rail  revenues  and  that  truck  rates  involved  a  social  loss  in  excess  of  1.4  percent  of  truck 
revenues.  The  effect  of  rail  rates  arose  not  because  they  exceed  costs  on  average  hut  because 
freight  rate-  f,.r  individual  commodities  often  do. 
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cost  would  be  about  $332  million  in  1975-76.  The  loss  for  trucks,  where 

1973  revenues  were  $20.7,  would  be  about  $414  million.  While  I 
estimates  should  not  be  taken  very  seriously,  the  orders  of  magnitude 
are  probably  right.  These  losses  are  over  and  above  any  increase  in 
cost  induced  by  regulation.  Such  cost  increases  are  almost  certainly 
much  more  important. 

When  prices  are  set  below  competitive  levels,  there  is  also  a  social 
cost.  The  result  is  a  shortage.  Many  industrial  customers  who  would  be 
willing  to  pay  more  have  been  cut  off  from  gas  consumption,  and  in 
many  parts  of  the  country,  new  residential  customers  are  unable  to  buy 
gas.  The  social  cost  of  these  shortages  can  be  calculated  on  a  basis  simi- 
lar to  that  used  in  calculating  the  loss  from  high  freight  prices.  In 
figure  3,  the  price  of  gas  is  set  at  Pi  and  a  shortage  results  in  the  sense 
that  consumers  want  to  buy  QF  but  only  Qt  is  available.  Additional 
output  is  available  at  higher  prices.  For  instance,  some  consumers 
wyould  be  willing  to  pay  P2  for  another  bit  of  gas  that  would  be  supplied 
at  a  price  only  slightly  higher  than  Plt  The  net  gain  to  society  from  that 
extra  supply  can  be  represented  by  the  shaded  portion  of  the  first  col- 
umn of  figure  3.  Similarly,  a  further  rise  in  price  to  P3  would  induce 
yet  more  gas  production  for  which  some  consumers  would  be  willing 
to  pay  P7  for  a  further  gain  represented  by  the  shaded  portion  of  t lie 
second  column.  There  will  be  further  gains  until  the  equilibrum  price 
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Figure  3 
Economic  costs  of  a  shortage — I 
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is  reached.  In  general,  the  gain  to  society  from  higher  gas  prices  can 
be  represented  by  the  shaded  triangle  in  figure  4.  If  prices  were  to  rise 
to  Pe,  present  gas  consumers  would  lose  the  amount  represented  by  the 
rectangle  marked  by  horizontal  hatching,  but  this  would  be  a  gain  for 
domestic  gas  producers  of  the  same  amount. 
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Economic  costs  of  a  shortage — II 

Domestic  consumers  and  gas  producers  would  make  a  net  gain  in- 
dicated by  the  triangle  with  diagonal  hatching  and  this  would  be  a 
gain  to  society  as  a  whole.  How  large  this  gain  would  be  depends  on 
the  slope  of  the  demand  and  supply  curves.  No  direct  estimates  of  this 
loss  to  society  are  available,  but  in  a  somewhat  similar  calculation, 
Paul  MacAvoy  and  Robert  Pindyck  concluded  that  the  gain  to  con- 
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sumers  from  phased  decontrol  would  be  in  the  neighborhood  of  $2.5 
billion  in  19T8.7a 

In  the  case  of  oil,  there  is  no  shortage  because  there  are  unlimited 
supplies  at  world  prices.  Domestic  oil  producers  do  lose  a  good  deal  be- 
cause their  prices  are  well  below  world  prices  but  this  is  mainly  a 
transfer  to  consumers.  However,  there  is  a  net  loss  to  American  society 
to  the  extent  that  domestic  oil  properties  produce  less  than  they  might 
because  of  their  lower  prices.  As  a  result  oil  is  imported  at  higher  cost 
than  it  would  take  domestic  producers  to  produce  that  much  oil.  The 
social  cost  of  this  distortion  has  been  estimated  at  $1  billion.74 

D.  The  Total  Cost  of  Regulation  :  Overview'  and  Appraisal  of 

Estimates 
An  estimation  of  the  total  cost  of  regulation  will  not  be  attempted 
here.  However,  table  3-5  presents  a  number  of  estimates  of  the  costs  of 
regulation,  along  with  comments  and  criticisms.  Such  an  effort  was 
made  by  the  Office  of  Management  and  Budget.75  After  reviewing  the 
OMB  estimates,  the  GAO  took  strong  exception  to  their  accuracy.™  The 
main  elements  of  the  OMB  estimates  and  the  subsequent  GAO  com- 
ments are  shown  in  table  3-5.  Assuming  that  gross  costs  are  equal  to  net 
costs — after  subtracting  benefits — when  no  gross  cost  is  given,  the 
OMB  estimates  sum  $113.3  to  $135.4  billion  in  1975.  Former  President 
Ford  summarized  this  as  $130  billion,77  presumably  by  taking  a  figure 
near  the  upper  end  of  the  range  to  allow  for  many  items  for  which  there 
were  no  estimates.  The  GAO  did  not  issue  its  own  total  estimate.  How- 
ever, such  an  estimate  can  be  inferred,  by  acceptance  of  the  OMB  esti- 
mates on  which  there  was  no  comment,  the  GAO  implied  "estimate'' 
would  be  somewhere  between  $33.8  to  $38.8  billion — a  figure  signifi- 
cantly less  than  that  suggested  by  OMB.  It  should  be  noted  that  both 
"estimates''  cover  a  broader  range  of  regulatory  activities  than  those 

73  They  assumed  that  consumers  had  either  unlimited  supplies  of  gas  or  none  at  all.  The 
demand  by  those  with  unlimited  supplies  is  indicated  by  Di  in  the  adjacent  diagram.  Total 
demand  is  shown  by  D2.  The  demand  by  those  with  no  access  to  gas  is  the  difference  between 
lh  and  D2.  With  deregulation  price  rises  from  Pi  to  P2.  Those  who  got  gas  that  was  not 
available  at  Pi  received  gains  equal  to  the  area  measured  by  the  diagonal  hatching.  Mac- 
Avoy  and  Pindyck  estimated  this  gain  to  be  $2.5  billion  in  1978.  The  offsetting  loss  by 
consumers  who  already  have  gas  is  somewhat  less  and  is,  in  any  case,  merely  a  transfer  to 
domestic  producers.  (MacAvoy  &  Pindyck,  "The  Economics  of  the  Natural  Gas  Shortage," 
(1960-80)    North   Holland  Publishing  Co.,   1975,  pp.   53-54.    (Diagram  is  on  next  page.) 

74  David  Montgomery,  op.  cit. 

75  See  General  Accounting  Office.  An  Economic  Evaluation  of  the  OMB  Paper  on  "The 
Cost  of  Regulation  and  Restrictive  Practice"  published  as  a  staff  paper  by  the  Subcommittee 
on  Oversight  and  Investigations,  House  Committee  on  Interstate  and  Foreign  Commerce, 
September  1975.  Appendix  III  is  the  OMB  paper. 

79  Ibid.,  main  text. 
77  Ibid.,  p.  13. 
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covered  in  this  study.  For  example,  both  the  GAO  and  OMB  reviews 
included  international  trade  restrictions  and  state  and  local  regulations. 
Ralph  Xader  and  Mark  Green  estimated  the  costs  of  traditional  eco- 
nomic regulation  as  shown  in  table  3-6.7S  Unlike  the  OMB  estimates, 
these  are  all  net  costs.  Like  the  OMB  estimates,  they  are  based  on  aca- 
demic studies.  The  estimated  ICC  cost  is  derived  from  work  conducted 
by  Thomas  Moore.79  which  was  strongly  criticized  by  James  R.  Xelson 
on  the  grounds  that  it  exaggerated  the  cost  of  ICC  regulation.80  The 
CAB-airlines  estimate  is  based  on  Levine.81  That  article  itself  makes 
no  estimate,  merely  describing  the  California  intra-state  market.  The 
Nader  and  Green  article  apparently  simply  extrapolates  intra-state 
fares  to  suggest  what  would  prevail  in  other  markets  in  the  absence  of 
the  CAB.  This  may  be  correct,  but  the  GAO  considered  it  too  crude 
because  of  varying  cost  conditions  in  other  parts  of  the  country.  Recent 
reforms  by  the  CAB  appear  to  have  lowered  this  cost,  and  implemen- 
tation of  the  "Airline  Deregulation  Act  of  1978''  will  further  decrease 
it. 

Table  3-6. — Green  and  "Nader  estimates  the  cost  of  regulation 

Economic  tvaste 

from  regulation 

Sector  (Billions) 

ICC :  Increased  costs  and  shifting  traffic  from  low-cost  to  high-cost 

modes,  involving  railroads,  trucks,  and  water  carriers $4  to  8.  7 

CAB  :  Trade  associations  and  price  fixing 2  to  4.  0 

P^MC :    Merchant  marine  price  fixing 2  to  3.  5 

FCC :  Additional  value  to  consumers  if  FCC  reallocated  TV  channels 

so  as  to  permit  7  national  networks  rather  than  3 8.  0 

Total    16  to  24.2 

Source :  Green  and  Nader,  op.  cit,  p.  882. 

The  FMC  estimate  is  also  very  uncertain.  Its  source  S2  gives  no  ref- 
erence nor  any  direct  evidence  for  the  estimate.  It  is  not  even  clear 
that  the  estimate  refers  to  FMC  policies.  A  member  of  the  committee 
that  prepared  the  study  said  he  thought  the  estimate  referred  to  the 
cost  of  all  transportation  regulation,  not  just  that  of  the  FMC.83 
^  Finally,  the  FCC  figure  is  based  on  an  estimate  made  by  McGowan, 
Noll  and  Peck  84  of  the  value  of  four  more  networks  to  viewers  based 
on  the  amounts  cable  subscribers  are  willing  to  pay  for  additional 
channels.  It  can  be  looked  upon  as  the  cost  of  the  FCC  s  decision  to 
try  to  assure  as  many  communities  as  possible  local  stations,  thus  pre- 
(  hiding  seven  very  strong  regional  stations  in  all  parts  of  the  country 
which  would  have  permitted  seven  networks.  Alternatively,  it  can  be 
viewed  as  the  rost  of  the  FCC's  failure  to  shift  all  television  stations  to 
flie  riTF  band,  which  contains  70  channels,  and  could  have  accommo- 
dated enough  stations  in  each  locality  to  permit  seven  networks. 
Neither  is  a  realistic  alternative  today.  "What  is  an  alternative  is  the 
further  development  of  cable  with  the  free  importation  of  signals. 

ilph  Nader  and  Mark  Gfeen,  "Economic  Regulation  vs.  Competition:  Uncle  Sam  the 
Monopoly  Man."  Yale  Law  Journal.  April  1973.  p.  882. 


■»i.«ii   on??5     ,\         V.oon^      ^^ro-tilatinpr    Surface    Freight    Transportation"    in    Almarin 
il'l'1'"    '' •'',;  Promoting  Competition  in  Regulated  Markets.  Brooklnsg.  1975    n   71 
".Tames    It.    Nelson.    "Regulfttlon    of    Overland    Movements    of    Freight"    in    Senate    Gov- 
ern m*ntJ>peratlon8  Committee.  Case  studios  of  Federal  Regulation,  vv.  79-02 

•  Michael    E.    Levine.    "Air  Transport   Regulation,"   The  Yale  Law  Journal,   19G5,   pp. 


lnJlJSS5Kfin!r     Trn  "station     Research    Roard.     "Legal    Impediments    to    International 
interniod.il  transportation."  National  Academy  of  Sciences  1971  n  4° 

"Telephone  conversation  with  Cary  Jack  Rearce. 


"John  McGowan,  Roger  Noll  and  Merton  J.  Reck,  "Subsidization  Through  Regulation: 
fhe  Case  of  Commercial  Television  Rroadcastlne"  in  Joint  Fconomie  Committee.  "The 
,<onomies  of  federal  Subsidy  Rrosrams  Rart  8— Selected  Subsidies,"  July  29,  1974   p   1055 


67 

This  could  result  in  the  leading  independents  in  the  largest  oil  ies  being 
imported  by  cable  systems  throughout  the  country.  They  would  take 
on  the  programming  characteristics  of  additional  networks.  In 
another  study  Noll,  Peck  and  McGowan  estimate  that  nationwide 
coverage  by  cable  systems  that  offered  the  three  networks  and  four 
strong  independents  would  be  worth  $3.5  billion  to  consumer.-.  Since 
it  would  cost  about  $1.8  billion  there  would  be  a  net  gain  of  $1.7 
billion.85 

Altogether,  the  Green  and  Xader  estimate  is  smaller  than  the  OMB 
estimate  because  it  leaves  out  all  environmental,  health  and  safety 
regulation,  all  State  and  local  regulation,  and  all  direct  costs  of  regu- 
lation. The  particular  indirect  cost  estimates  they  use  are  all  included 
in  the  OMB  study  except  for  the  FMC  estimate.  The  costs  they  cite 
are  probably  somewhat  exaggerated,  especially  in  the  case  of  the  ICC 
figures. 

More  recently,  aggregative  estimates  were  prepared  by  Murray 
Weidenbaum  and  his  associates  at  the  Center  for  the  Study  of  Ameri- 
can Business  at  Washington  University,  St.  Louis.86  A  1977  study  by 
Robert  De  Fina,  under  the  direction  of  Weidenbaum,  estimated  the 
administrative  costs  of  regulation  in  1976  at  $3.2  billion  and  compli- 
ance cost  of  $62.3  billion  for  a  total  of  $65.5  billion.87  Table  3-7  shows 
a  breakdown  of  these  costs  into  six  subject  areas. 

TABLE  3-7.  ANNUAL  COST  OF  FEDERAL  REGULATION,  BY  AREA,  1976 
[In  millions  of  dollars] 

Administrative       Compliance 
Area  cost  cost  Total 

Consumer  safety  and  health 

Job  safety  and  working  conditions.. 

Energy  and  environment 

Financial  regulation 

Industry  specific 

Paperwork 

Total.... 3,189  62,309  65,498 

1  Included  in  other  categories. 

Source:  DeFina,  Robert,  Public  and  Private  Expenditures  for  Federal  Regulation  of  Business.  (Working  paper  No.  22.), 
St.  Louis,  Washington  University  Center  for  the  Study  of  American  Business,  1977,  p.  3. 

The  data  in  this  table  are  necessarily  incomplete  and  of  varying 
degrees  of  reliability.  They  are  based  on  estimates,  by  different  author- 
ities made  at  various  times,  which  DeFina  converted  to  a  1976  base.  For 
example,  within  the  largest  categorv  (industry  specific) ,  the  great  bulk 
of  total  cost  ($22.2  billion  out  of  $26.8  billion)  is  attributed  to  regula- 
tion costs  imposed  by  Interstate  Commerce  Commission  and  Interna- 
tional Trade  Commission  activities.  As  discussed  later  in  this  report, 
the  ICC  cost  estimates  have  been  widely  criticized  for  their  reliability 
and  the  assumptions  on  which  they  were  based.  In  addition,  the  In- 


1,516 

5,094 

6,610 

483 

4,015 

4,498 

612 

7,760 

8,372 

104 

1,118 

1,222 

474 

26,  322 

26,  796 

0) 

18,  000 

18,  000 

85  Roger  Noll,  Merton  J.  Peck  and  John  McGowan,  "Economic  Aspects  of  Television 
Regulation."  Brookings.  1973.  p.  171. 

80  The  analysis  of  the  Weidenbaum  studies  is  drawn  from  Julius  W.  Allen,  "Costs  and 
Benefits  of  Federal  Regulation  :  An  Overview,"  Congressional  Research  Service,  Library 
of  Congress  (July  19.  1978). 

87  DeFina.  Robert.  Public  and  Private  Expenditures  for  Federal  Regulation  of  Business, 
f Working  Paper  No.  22.)  St.  Louis,  Washington  University  Center  for  the  Study  of  Ameri- 
can Business,  November  1977.  p.  3. 
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ternational  Trade  Commission  figure  is  based  on  1973  estimates  of  the 
cost  of  U.S.  import  quotas,  converted  to  1976  dollars.  Whether  the 
cost  of  import  quotas  should  be  included  among  the  costs  of  regu- 
lation may  be  questioned.  In  addition,  the  estimated  paperwork  costs, 
which  were  based  on  a  1972  figure  given  by  Senator  Thomas  J.  Mc- 
Intyre  at  the  opening  of  Senate  hearings  on  that  subject,  includes  the 
cost  of  riling  IRS  and  social  security  forms;  and  it  is  questionable 
whether  such  filings  ought  to  be  considered  for  regulatory  purposes. 
Finally.  DeFina  had  no  available  cost  information  for  several  regula- 
tory agencies. 

The  DeFina  statistics  were  a  significant  basis  for  Weidenbaum's 
estimates  of  the  total  cost  of  regulation  for  fiscal  years  1977,  1978, 
and  1979.  Weidenbaum  sets  the  total  costs  of  Federal  regulation  for 
fiscal  year  1977  at  $79.1  billion  and  for  fiscal  year  1979  at  $102.7  bil- 
lion.88 These  figures  are  based  on  part  on  applying  the  1976  ratio  of 
1 :  20  between  budgetary  and  the  compliance  cost  to  subsequent  years, 
even  though  Weidenbaum  recognizes  that  there  is  no  assurance  that 
larger  budgets  for  federal  regulatory  agencies  generate  a  constant 
multiplier  effect  on  the  private  sector.89  Nevertheless,  he  justifies  the 
use  of  this  multiplier  by  stating  that  "the  analysis  in  the  body  of  this 
report  tends  to  show  that  the  data  used  here  for  private  sector  regu- 
latory costs  are  substantially  underestimated^.90 

Other  attempts  to  estimate  the  cost  impact  of  Federal  regulation 
have  either  been  made,  or  are  in  the  process  of  preparation.  For  ex- 
ample, in  its  June  1978  issue,  Purchasing  magazine  suggested  that  the 
total  cost  of  government  regulation  of  business  was  about  $121  billion 
for  fiscal  year  1978  and  would  increase  at  about  10  percent  to  a  total 
of  approximately  $135  billion  for  fiscal  year  1979.  Over  70  percent  of 
that  latter  figure,  according  to  the  magazine,  represents  business  com- 
pliance costs  with  Federal  regulations.91 

In  early  1978,  the  Business  Roundtable  retained  the  accounting  firm 
of  Arthur  Andersen  and  Company  to  conduct  a  study  to  determine 
specific  business  costs  of  compliance  with  the  regulations  of  certain 
Federal  agencies.  This  year-long  study,  which  does  not  involve  review 
of  the  benefits  of  regulation,  will  perhaps  be  more  systematic  on  the 
question  of  private  sector  regulatory  costs.  The  study  was  restricted  to 
consideration  of  EPA,  OSHA,  EEO,  DOE,  FTC  and  compliance 
under  the  Employment  Retirement  Income  Security  Act.  Thus  limited, 
the  study  will  not  provide  an  estimate  of  the  total  costs  of  regulation. 
However,  the  Roundtable  findings  will  doubtless  be  considered  rele- 
vant to  that  question.  As  the  Roundtable  has  stated, 

The  study  has  the  potential  to  serve  as  an  important  reference  point  for  public 
discussion  of  the  costs  of  regulation  and  to  stimulate  the  search  for  alternate 
ways  of  achieving  agreed  upon  goals.  Because  data  will  be  collected  from  a  large 
number  of  companies,  using  an  objective  methodology  consistently  applied,  the 
results  of  the  study  will  have  an  impact  greater  than  that,  possible  with  indi- 
vidual company  studies.  .  .  .  These  data  will  be  useful  in  focusing  public  attention 
on  the  cost  impact  of  specific  regulations  on  a  large  number  of  companies.92 


irray    L.   Weidenbaum,   "The  CostB  of   Regulation   of  Business,   a    Study   Prepared 
for  .  .  .   t  onomic  Committee,  Congress  of  the  United  States,"  April  10,  1978, 

Con   reus,  2d  Session.  Joint  Committee  Print.)  p.  : 
•  Ibid.,  J-.  1 
Id.,  i-.   i. 
1,1  Purchasing,  June  7,  1978,  p.  1 1. 

;"-'  Arthur  Anderson  &  ('<>..  "Cost  of  Government  Regulation  Study  for  the  Business  Kor.nd- 
table  :  Pha    •  t,  Statement  of  study  Methodology,"  May  ipts,  p.  1-3. 
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At  minimum,  the  costs  developed  by  the  Roundtable  effort  are  likely 
to  figure  prominently  in  subsequent  estimates  of  total  regulatory  ex- 
pense. The  results  of  the  Roundtable  study  arc  anticipated  in  the  near 
future. 

In  summary,  available  estimates  of  total  costs  are  neither  precise  nor 
wholly  reliable,  and  typically  involve  little  systematic  consideration 
of  any  consequential  benefits  of  Federal  regulation.  Thus  all  too  often, 
the  public  is  informed  sometimes  dramatically  of  large  costs  imposed 
by  regulatory  activities,  but  without  a  similar  effort  to  indicate  the 
advantages  gained  for  society  through  those  requirements.  As  a  result, 
general  assertions  on  whether  the  burden  is  too  great,  or  whether  the 
expense  far  exceeds  the  benefits,  should — on  the  basis  of  existing 
knowledge — be  guarded  and  qualified.  All  the  same,  available  statistics 
do  demonstrate  that  Federal  regulation  in  fact  imposes  large  < 
even  though  the  precise  extent  of  that  burden  as  well  as  the  offsetting 
benefits  are  not  as  yet  known.  Recent  passage  of  Federal  airline  de- 
regulation and,  if  successful,  initiatives  to  ease  ICC  trucking  controls 
doubtless  will  have  significant  impact  on  that  equation. 

E.  A  Critique  or  an  Agency's  Attempt  at  Self-Evaluation  :  The 
Benefits  and  Costs  of  ICC  Regulation  of  Rail  and  Truck 
Freight  Transportation 

Against  the  various  costs  of  regulation  must  be  considered  the  bene- 
fits. In  general,  benefit-cost  analyses  of  economic  regulation  are  scarce, 
but  the  ICC  has  attempted  one  such  study  on  freight  regulation. 

J.  The  IOCs  estimates  of  regulator]/  benefits 

Table  3-8  lists  the  purported  benefits.  Those  that  are  quantifiable 
seem  to  be  quite  large  in  aggregate,  and  the  ICC  lists  many 
nonquantifiable  benefits  as  well. 

TABLE  3-8.  PURPORTED  BENEFITS  OF  ICC  RESOLUTION 

Amount 
Benefits  capable  of  quantification  (billions)    Benefits  incapable  of  quantification 

Rate  level: 

Motor $3,740  Adequate  rate  and  service  levels  to  rural  areas  and  small  busi- 

Rail (.500)  nesses  without  the  need  for  direct  subsidies. 

Abandonment  proceedings .  300 

Railcar  utilization .  149  Stability  of  rate  and  service  levels. 

Carrier  financing .  035  Enhanced  market  competition. 

Inventory  reductions .059  Consumer  and  shipper  assistance. 

Loss  and  damage  impact. .  613  A  more  adequate  and  balanced  car  supply. 

Total. i. 4.  496    Effects  on  national  defense. 

Effects  on  capacity. 

Incentives  for  technological  ehanges. 

Environment  and  conservation. 

Source:  ICC,  Bureau  of  Economics,  "A  Cost  and  Benefit  Evaluation  of  Surface  Transportation  Regulation,"  (Statement 
No.  76-1)  undated,  p.  28. 

By  far  the  largest  "benefit"  resulted  from  lower  truck  rates  (par- 
tially offset  by  higher  rail  rates).  This  estimate  was  arrived  at  by 
noting  that  truck  rates  had  risen  only  41  percent  from  19G9  to  1975 
while  the  wholesale  price  index  rose  by  64.2  percent  during  the  same 
period.93  It  may  well  be  true  that  during  a  period  of  accelerating  in- 
flation, regulation  acts  to  delay  price  increases,  but  if  so,  the  gain 

93  ICC,  Bureau  of  Economics,  A  Cost  and  Benefit  Evaluation  of  Surface  Transport  Regula- 
tion (Statement  No.  76-1)  undated,  p.  23.  During  the  same  period,  the  Consumer  Price 
Index  rose  by  46.8  percent  and  the  GNP  deflator  rose  by  46.7  percent.  There  is  no  obvious 
reason  why  the  Wholesale  Price  Index  should  be  used  for  this  comparison. 

30-398—78 7 
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would  only  be  temporary,  and  it  would  not  represent  a  reduction  of 
costs  to  society  but  rather  a  transfer  from  trucking  companies  to  con- 
sumers. (It  should  be  noted,  however,  that  rail  rates  rose  69.4  percent 
during  the  same  period,  somewhat  faster  than  the  wholesale  price  in- 
dex). What  seems  more  likely  is  that  truck  costs  rose  more  sloAvly  than 
prices  generally  during  this  period.94  If  so,  there  would  be  no  gain  at 
all  for  consumers  relative  to  a  competitive  market,  because  in  an 
unregulated  competitive  market  prices  would  also  reflect  costs. 

The  next  largest  benefit  claimed  was  $613  million  in  loss  and  damage 
settlements.  This  benefit  is  alleged  to  occur  because  the  ICC  makes  the 
carrier  responsible  for  damages  to  merchandise  carried.  If  carriers 
were  not  liable  for  damages  in  the  absence  of  regulation — something 
that  is  not  true  of  the  exempt  sector  now — then  shippers  would  carry 
insurance.  This  is  the  estimated  net  cost  of  the  insurance.95  Where  the 
carriers  now  buy  insurance  there  is  no  reason  to  believe  that  insurance 
costs  would  be  any  higher  to  shippers  than  to  them.  Where  the  carriers 
self -insure  they  must  incur  many  of  the  same  costs  as  insurance  com- 
panies do.  This  is  clearly  true  of  damage  claims,  but  it  also  applies  to 
the  cost  of  investigating  claims  and  of  carrying  liquid  assets  to  cover 
claims.  All  these  costs  are  now  included  in  freight  rates.  If  carriers 
were  not  liable,  competitive  freight  rates  would  be  lower  by  the  amount 
of  the  saving.  Shippers  could  pay  insurance  premiums  out  of  the  rate 
reduction.  There  is  little  reason  to  believe  that  the  cost  of  covering 
damages  would  be  higher  if  borne  by  the  shipper  rather  than  the  car- 
rier. Thus,  this  "benefit"  does  not  stand  up  to  scrutiny. 

The  third  largest  item  is  a  $300  million  cost  to  the  public  in  railroad 
abandonments,  that  would  occur  absent  ICC  controls.  This  is  an  esti- 
mate of  losses  to  business  dependent  on  the  abandoned  branch  lines. 
To  some  extent  such  losses  would  certainly  occur,  but  they  are  not 
net  losses  to  society.  Offsetting  that  loss  would  be  reduced  costs  to  the 
railroads  of  the  branch  lines  abandoned  and  possible  increases  in 
businesses  elsewhere.  Moreover,  deregulation  could  be  accompanied 
by  arrangements  under  which  local  communities  and/or  shippers  could 
subsidize  branch  lines.96  Thus  no  branch  abandonments  need  occur  if 
t  he  value  to  the  community  exceeds  the  operating  deficit  incurred  by 
the  railroad,  and  so  the  actual  size  of  benefit,  if  any,  attributable  to 
regulation  is  quite  unclear.  And  the  effect  may  be  to  transfer  income 
from  railroads  to  branch  line  users — not  a  net  social  gain. 

A  fourth  quantifiable  benefit  is  $149  million  that  the  ICC  believes  is 
saved  by  regulatory  actions  affecting  rail  car  utilization.  The  agency 
estimates  that  the  freight  car  service  rules  reduce  the  number  of 
freight  cars  needed  by  5  percent.97  However,  a  recent  study  concludes 

••Truck  labor  cost  rose  by  GO  percent  and  truck  labor  productivity  rose  by  12.1  percent 
during  the  s:une  period  so  that  unit  labor  cost  rose  by  48  percent. '(W.  Briice  Allen  and 
Edward  B.  Ilynison.  "The  Interstate  Commerce  Commission's  Staff  Analysis  of  the  Costs 
and  Benefits  of  Surface  Transport  Regulations,"  Council  on  Wage  and  Trice  Stability 
Jan.  1!>.  1077.  mimeographed,  p.  22. 

"•The  [CC  arrived  a t  |618  million  by  estimated  insurance  costs  on  the  basis  of  marine 
Insurance  premiums  paid  by  exporters  of  15  cents  per  $100  valuation.  Applying  the  same 
rates  to  domestic  freight,  the  commission  came  up  with  $1.11.°,  million"  in  insurance 
premiums  from  which  it  subtracted  actual  damage  claims  of  $500  million  to  reach  $61.1 
million  Ibid.,  p.  27.  There  is  no  reason  why  International  marine  insurance  premiums 
should  he  the  same  ns  those  applying  to  domestic  shipments. 

••Such  a  provision  now  exists  in  the  Railroad  Revitalization  and  Regulatory  Act  of  1076 
(see.  R0.1). 

■*  Ibid.,  p.  26. 


that  efficient  freight  car  utilization  lias  been  inhibited  by  regulation.98 

The  ICC  estimates  that,  by  assuring  small  shipments  to  rural  areas, 
local  businesses  are  saved  $59  million  in  additional  inventory  costs. 
Since  trucks  can  at  present  effectively  determine  how  much  service 
should  be  supplied  to  rural  areas,  it  is  not  at  all  clear  that  more  serv- 
ice is  offered  under  regulation  than  in  its  absence.  Therefore,  the 
benefit  claimed  may  not  exist. 

Finally,  the  ICC  estimates  that  regulatory  controls  reduce  financing 
costs  to  common  carriers  by  $35  million,  by  providing  a  more  stable 
environment  than  would  exist  in  the  absence  of  regulation.  The  ICC 
probably  does  reduce  risks  of  truckers,  but  the  impact  of  that  reduction 
on  capital  costs  is  probably  not  very  significant,  since  most  truck  bor- 
rowing is  through  chattel  mortgages  where  trucks  or  terminals  serve 
as  collateral.  The  lender  thus  has  an  assurance  regardless  of  the 
business  risk.  Thus,  the  actual  effect  may  be  much  below  the  ICC 
estimate. 

Altogether,  the  ICC's  quantifiable  benefits  seem  vastly  exaggerated 
by  table  8-8.  All  of  the  purported  benefits  are  open  to  question. 

The  nonquantifiable  benefits  are  mixed.  Some  are  plausible,  such  as 
"greater  stability  of  rates  and  service"  and  perhaps,  "consumer  and 
shipper  assistance."  In  the  absence  of  the  ICC  and  given  extensive 
competition,  frequent  shippers  would  be  protected  against  adverse 
treatment  by  carriers  because  of  the  carriers'  concern  for  their  good 
will.  But  infrequent  shippers,  such  as  households  moving  personal 
effects,  might  be  at  a  disadvantage  without  ICC  oversight.  Other  bene- 
fits are  more  questionable ;  for  instance,  "a  more  adequate  and  balanced 
car  supply"  and  "adequate  rate  and  service  levels  to  rural  areas  and 
small  businesses  without  direct  subsidy"  (except  for  the  branch  line 
abandonments  where  direct  subsidy  would  seem  preferable).  Still 
others  appear  to  be  wrong.  It  is  difficult  to  imagine  how  a  system  of 
enforced  cartel  rates  and  official  barriers  to  entry  results  in  "enhanced 
market  competition"  compared  with  a  free  market.  Similarly,  the 
most  likely  "effect  on  capacity"  of  the  ICC's  regulations  is  to  induce 
excess  capacity  and  thereby  raise  costs.  And  the  "incentives  for  tech- 
nical change"  seem  to  be  negative,  if  anything,  going  by  past  ex- 
perience. Finally,  it  is  difficult  to  conclude  that  ICC  controls  have  done 
much,  one  way  or  another,  in  terms  of  "effects  on  national  defense"  or 
"environment  and  conservation".  On  balance,  the  nonquantifiable 
"benefits"  are  as  often  negative  as  positive  and  probably  do  not  add 
much  to  the  quantifiable  benefits. 

#.  The  ICCs  estimates  of  regulatory  costs 

Against  these  benefits  must  be  set  the  costs  of  ICC  regulation.  The 
direct  costs  include  the  ICC's  $59.7  million  budget  and  the  costs  in- 
curred by  the  industry  in  dealing  with  the  agency,  which  probably 
totals  several  times  the  agency's  own  budget.  The  carriers'  regulatory 
costs  alone  probably  amount  to  several  hundred  million  dollars 
annually. 


08  Association  of  American  Railroads  and  Federal  Rail  Administration  "Freight  Car 
Clearing  House  Experiment,  an  Interim  Evaluation"  1975,  cited  in  Allen  and  Hymson,  op. 
cit.p.  26. 
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Costs  imposed  on  motor  carriers  in  the  form  of  empty  backhauls, 
circuitous  routes,  and  other  forms  of  excess  capacity  must  be  added 
to  those  direct  costs.  The  extent  of  that  cost  is  uncertain  but  one  ex- 
perience with  trucking  deregulation,  for  frozen  foods  in  the  1950's, 
resulted  in  rate  reductions  of  over  20  percent.  The  ICC  believes  that 
experience  is  not  a  good  indicator,  because  it  was  narrow  in  scope  and 
is  now  more  than  20  years  out  of  date.  The  agency  contends  that,  based 
on  trucking  deregulation  in  Britain,  there  would  be  a  reduction  of 
rates  on  truckload  lots  of  about  10  percent,  offset  by  40-percent  rate 
increases  in  less-than-truck  load  lots."  The  ICC  further  argues  that 
truckers  do  not  have  sufficient  margin  over  costs  (operating  ratios)  to 
absorb  a  20-percent  decrease  in  rates.  This  latter  argument  has  uncer- 
tain applicability  because  the  main  source  of  lower  rates  would  be  re- 
duced costs.  Whether  there  is  enough  cost  reduction  potential  to  permit 
a  large  rate  reduction  if  regulation  were  eliminated  is  an  open 
question. 

The  recent  decision  to  increase  the  size  of  "commercial  zones"  to 
the  area  20  miles  beyond  the  city  limits  for  large  cities  may  provide 
some  current  evidence.  Rates  and  routes  within  the  commercial  zones 
are  exempt  from  ICC  regulation.  It  will  be  interesting  to  see  how  rates 
change  within  the  expanded  zones.  Present  shipper  expectations  seem 
to  be  that  the  change  will  result  in  a  net  reduction  in  freight  costs  and 
an  improvement  in  service.1  If  so,  the  implication  would  seem  to  be  that 
ICC  regulation  increases  common  carrier  truck  rates,  probably  by 
increasing  truck  costs. 

Other  indirect  costs  are  discounted  by  the  ICC.  The  agency  believes 
that  there  would  be  no  net  gain  for  private  truckers  as  a  result  of  the 
elimination  of  empty  backhauls,  because  "much  (or  all)  of  this  change 
I  likely  represent  a  shift  in  empty  backhauls  to  common  car- 
riers." 2  In  effect,  the  Commission  is  arguing  that  the  basic  source  of 
empty  backhauls  is  imbalance  of  freight  movements  and  that  ICC 
regulation  does  nothing  to  increase  them,  merely  affecting  who  ex- 
periences them.  That  assumption  certainly  is  the  most  favorable 
tble  for  the  ICC  and  it  is  most  untimely  to  be  valid. 

Similarly,  the  ICC  does  not  believe  that  there  is  any  possible  gain 
from  shifts  in  traffic  among  modes.  In  particular,  the  Commission 
argues  that  rail  rates  would  rise,  not  fall,  if  freight  were  deregulated, 
so  that  the  railroads  would  not  be  able  to  win  long-haul,  high-value 
freight  back  from  the  trucks.  Its  argument  is  that  the  railroads  have 
had  ample  opportunity  to  make  net  reductions  in  high  freight  rates 
on  high-value  goods,  either  directly  or  by  not  raising  the  relevant  rates 
during  recent  general  rate  increases,  and  that  the  railroads  have  not 
generally  done  so  and  have  continued  to  lose  traffic  to  the  trucks.3  This 
argument  seems  generally  convincing  though  evidence  on  it  is  mixed. 

In   general,  the   ICC  concludes  that  the  economic  impact  of  its 
m    ranges    from    a    benefit    of    $4.8    billion    to    a    cost    of 
..    hi  1  lion.4  Of  course  both  figures  are  based  on  certain  assump- 
tion. The  $1.7  billion  "cost"  estimate  rests  on  an  estimated  10-percent 

Id.,  ii.  7. 
J ''Deregulation    Hits   the   Urban   Truckers",    Butineaa   Week,   Jan.    17,    1«)77,   p.    24. 

ii  C,  pp.'  i<>  11. 
•  I). 1,1.,  p.  L2. 
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increase  in  truck  rates — and  presumably  costs — -due  to  TCC  regula- 
tion— an  estimate  that  is  based  on  a  report  that  truckload  rates  fell  by 
about  10  percent  when  trucks  were  deregulated  in  Britain  in  1968.  The 
$4.8  billion  "benefit"  estimate  assumes  that  ICC  regulation  has  reduced 

less-than-truckload  (LTL)  rates  and  costs  by  40  percent  from  what 
they  would  be  absent  controls.  And  that,  in  turn,  is  based  on  a  finding 
that  some  such  rates  increased  about  40  percent  in  Britain  following 
truck  deregulation. 

It  is  not  clear  how  ICC  actions  serve  io  reduce  LTL  service  costs 
so  dramatically  compared  with  what  would  exist  without  regulation. 
If  all  that  the  ICC  docs  is  to  keep  LTL  rates  down,  the  result  is  a 
transfer  from  truckers  to  shippers  and  not.  a  net  cost  saving.  Whether 
the  ICC  actually  succeeds  in  keeping  LTL  rates  at  GO  percent  of  what 
they  would  be  in  the  absence  of  regulation  is  most  uncertain  in  view  of 
the  agency's  very  passive  stance  with  respect  to  rates.5  Also,  the  British 
experience  may  not  be  fully  relevant  to  the  United  States  because  of 
diiferences  in  the  institutional  arrangements  that  preceded 
deregulation  there. 

The  ICC  docs  not  show  any  indirect  costs  of  regulation  in  connec- 
tion with  the  railroads  at  all.  This  seems  very  unlikely  in  view  of  the 
repeated  requests  to  abandon  branch  lines  and  the  large  excess  capacity 
in  that  industry. 

Altogether,  the  benefits  from  ICC  regulation  are  slight,  but  neither 
are  the  costs  as  great  as  some  observers  believe.  It  seems  certain  that 
the  ICC  imposes  some  costs  over  and  above  the  direct  costs  of  regula- 
tion. One  message  may  be  that  agencies  such  as  the  ICC  cannot  be 
expected  to  produce  objective  analyses  of  their  own  operations. 

F.  A  Concluding  Overview 

Where  the  alternative  to  controls  is  unregulated  monopoly,  the  pre- 
sumed benefits  from  controls  are  prices  closer  to  costs  of  production 
and  improved  resource  allocation.  Since  Federal  regulatory  agencies 
often  deal  with  industries  that  would  be  generally  competitive  in  the 
absence  of  regulation,  those  benefits  are  largely  inapplicable.  This  is 
true  of  freight  transportation,  airlines,  milk,  gas,  and  oil.  Regulation 
probably  raises  prices  in  freight,  airlines,  and  milk,  so  that  its  net 
eftect  is  to  impose  a  cost  on  society  rather  than  the  reverse.  In  gas  and 
oik  prices  are  reduced  below  competitive  levels  (given  the  high  prices 
imposed  by  the  international  oil  cartel),  and  this  also  imposes  costs  on 
society.  In  other  areas,  Federal  regulation  does  nothing  to  lower  price-. 
Tl  lis  is  true  of  broadcasting,  banking,  and  food  and  drugs. 

The  main  areas  where  Federal  regulation  concerns  rates  of  monop- 
olists are  natural  gas  pipelines  and  long-lines  telephones/' 

In  the  case  of  natural  gas  pipelines,  a  recent  study  carefully  ex- 
amined allowed  rates  of  return  and  compared  rates  charged  in  gas  dis- 
tribution companies  (which  are  controlled)  with  those  charged  in  di- 

5  Dunns  fiscal   l!.'7-i.   230.J  07  motor  carrier  tariffs,   were  filed  with   the  ICC. 

?,  ?0.l  or  L.24  percent  were  considered  for  suspension,  and  1.521  or  0..")D  por-mt  were  actu- 
ally suspender'  in  whole  or  in  part.  Nel  -on.  p.  32  .This  sort  of  evidence  is  often  presented  to 
show  that  the  ICC  does  not  actually  control  rates  very  much, 

6  This  is  much  more  common  in  State  or  local  regulations  where  local  electric.  gas, 
telephone,  water,  and  cable  TV  companies  are  mostly  monopolists.  This  discussion  is  not 
primarily  concerned  with  State  and  local  regulation,  however. 
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rect  sales  to  industrial  customers  (which  are  not  controlled).  Its  con- 
clusions were  that  "*  *  *  realized  profits  were  much  greater  than  esti- 
mated costs  of  capital  for  the  pipeline  companies"  and  that  "the  actual 
transactions  prices  on  regulated  sales  apparently  did  not  differ  consist- 
ently from  those  on  unregulated  sales,  if  account  is  taken  of  variations 
in  costs  of  transmission  and  in  demand  for  natural  gas."  In  general,  it 
was  concluded  that  "*  *  *  the  value  of  Federal  Power  Commission 
price-setting  activities  has  been  either  very  low  or  zero."  7 

In  the  case  of  long-distance  telephone  service  rates  were  repeatedly 
reduced  during  the  1950's  and  1960's  and  at  least  one  economist  inter- 
prets this  and  related  experience  as  evidence  that  FCC  regulation  was 
effective  in  lowering  consumer  costs.8  Even  so,  the  rates  have  appar- 
ently been  high  compared  to  the  cost?  of  providing  the  service;  and 
more  recently  rates  have  been  increasing,  along  with  most  other  prices. 
One  reason  for  that  disparity  is  that  a  disproportionate  share  of  the 
rate  has  been  assigned  to  interstate  long-distance  service.9  The  impli- 
cation is  that  long-lines  rates  have  not  fallen  as  fast  as  marginal  costs. 
Tims,  it  is  difficult  to  draw  a  definite  conclusion  about  the  extent  to 
which  the  FCC  has  reduced  long-distance  rates  relative  to  costs. 

In  general,  the  picture  of  the  regulatory  commission  reducing 
monopolists'  rates  to  marginal  cost  does  not  fit  the  Federal  agencies 
very  well.  In  most  cases  it  is  irrelevant,  and  where  it  does  apply,  the 
gains  to  consumers  are  questionable. 

There  are  other  benefits  from  regulation.  These  might  include  the 
prevention  of  destructive  competition,  recognition  of  externalities, 
and  the  assurance  of  service  to  small  communities. 

As  discussed  earlier,  the  fear  of  destructive  competition  seems  mis- 
placed with  the  possible  exception  of  the  railroads  on  competitive 
routes.  Industries  such  as  airlines  and  trucking  do  not  have  the  charac- 
teristics likely  to  result  in  destructive  competition  short  of  a  major 
depression. 

The  important  benefits  from  most  regulation  dealing  with  externali- 
ties have  already  been  discussed  in  connection  with  EPA  and  OSHA. 
Another  area  where  such  indirect  effects  are  important  is  banking. 
There  can  be  no  doubt  that  widespread  bank  failures  would  impose 
large  costs  on  societv  over  and  above  the  losses  to  bank  stockholders. 
But  whether  control  over  entry  and  maximum  interest  rates  on  de- 
posits, presently  exercised  by  Federal  and  State  agencies,  is  therefore 
necessary  is  an  open  question.  Such  controls  are  justified  in  part  as 
preventative  against  bank  failures.  However,  the  main  protection 
againsl  such  events  is  the  Federal  Deposit  Insurance  Corporation, 
which  assures  depositors  in  the  event  of  bank  failure  and  greatly  re- 
duces the  danger  of  a  run  on  banks.  In  addition,  the  member  banks 
experiencing  difficulty  would  be  able  to  borrow  from  the  Federal  Ke- 
Berve  System.  So,  too,  the  bank  examination  functions  of  various  agen- 
cies would  still  monitor  and  police  banking  operations  to  prevent  undue 
risk  to  depositors.  Due  to  those  protections,  it  is  not  at  all  clear  that  en- 

7  All  three  quotations  are  from  Stephen  G.  Breyer  and  Paul  W.  MacAvoy,  "Energy 
Regulation   by   the  Federal  Power  Commission. "  Brookings,   1974,  p.  f>4. 

■  Alfred  B.  Kahn,  "Bconomici  of  Regulations,"  vol.  IT,  pp.  100  and  110. 

"  Ilicliard  Qabel.  "Development  of  Separations  Principles  in  the  Telephone  Industry," 
Michigan  State  University,  19G7,  p.  128. 
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try  restrictions  and  deposit  interest  rate  controls  are  necessary  to  moid 

wholesale  bank  failures. 

Finally,  the  assurance  of  service  to  small  communities  is  an  intended 
benefit  of  regulation  in  a  number  of  areas.  As  pointed  out  earlier,  it  is 
doubtful  whether  there  is  much  or  any  such  cross  subsidization  of  thin 
routes  by  the  trunk  airlines  or  the  common  carriers  truckers.  This 
leaves  the  railroads  which  clearly  do  provide  unprofitable  service  on 
many  branch  lines  that  they  have  attempted  to  abandon,  and  long  lines 
interstate  telephone  service  which  appears  to  charge  according  to  dis- 
tance rather  than  density  of  the  route.  Whether  this  cross  subsidization 
is  worth  the  many  costs  of  regulation  is  a  matter  of  judgment. 


Chapter  Four 
REGULATORY  OPTIONS  FOR  REFORM 

Recently,  regulatory  reform  has  become  identified  with  deregula- 
tion— with  movements  toward  an  unfettered  market.  There  are.  as 
previously  discussed,  a  number  of  areas  in  which  deregulation  could 
yield  atia]  benefits.  Yet  free-market  solutions  vary  widely  de- 

pending on  the  sector  and  the  nature  of  the  problems  involved.  For 
example,  many  experts  favor  free-market  pricing  of  airline  services, 
but  few  if  any  would  endorse  a  complete  laissez  faire  policy  toward 
airline  safety.  Chapter  Two  of  this  report  explored  the  reasons  for  the 
widely  varied  desirability  of  unfettered  market  operation,  and  showed 
that  regulation  or  other  intervention  may  be  appropriate  in  a  number 
of  situal  ions.  This  chapter  and  Chapter  Five  will  consider  the  options 
available  for  reforming  regulatory  controls. 

From  the  outset,  it  is  important  to  distinguish  between  economic 
regulation  concerned  with  prices,  entry,  and  rates  of  return  and  regu- 
lation concerned  with  questions  of  safety,  health  and  environmental 
protection.  As  previously  discussed,  possible  market  failures  in  these 
noneconomic  areas  may  be  more  fundamental  than  in  the  areas  of  pres- 
ent economic  regulation.  Certainly  the  issues  of  equity  of  the  former 
are  more  striking:  safety,  health,  and  environmental  regulation  must 
often  deal  directly  with  questions  of  life  and  death.  In  economic  regu- 
lation,  major  concerns  are  monopoly,  discrimination,  possible  unfair 
business  practices,  escalated  costs  and  denials  of  service.  While  the 
underlying  issues  are  different,  this  chapter  will  pose  similar  ques- 
tions about  economic  regulation  and  about  safety,  health,  and  en- 
vironmental regulation:  what  are  the  alternative  ways  of  achieving 
social  goals?  What  are  their  relative  costs,  benefits,  and  eifects  on  eco- 
nomic flexibility  and  progress?  What  are  their  major  redistributional 
effects? 

A.  Evaluation  of  Regulatory  Alternatives:  Principles  and  the 
Role  of  Regulatory  Impact  Analysis 

This  report  lias  already  addressed  the  vital  first  step  in  regulatory 
w — determining  the  justification  for  regulation  and  its  appro- 
val   Involved    identifying  the  purpose   of  regulation, 
<  r  it  is  to  correct  some  market  failures,  such  as  monopoly  pric- 
ing, or  to  further  some  other  social  purpose,  such  as  lower  rates  to 
mmunities.  In  thai  regard,  it  is  particularly  important  to  de- 
termine •  the  conditions  perceived  as  justifying  intervention 
i  f  and  how  they  are  likely  to  change  in  the  future.  Condi- 
p  have  ch  as  in  the  transportation  industries,  where  rail- 
road market  power  is  much  narrower  in  scop?  than  when  the  ECC  was 
establii  hed — and  the  full  scope  of  present  regulation  may  no  longer  be 
needed.   New  information  can  also  mandate  changes  m  regulatorv 

(7(3) 
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approach  and  policy.1  In  addition,  social  and  economic  char 
alter  the  appropriate  form  and  degree  of  regulation,  all  of  whicli  sug-r 
gests  the  need  for  systematic  reappraisal  of  the  need  for  regulation,  as 
a  ffeel  ed  I  >v  changed  circumstances. 

More  widespread  affluence  and  rapid  technological  change  have  in- 
creased consumer  demands  for  both  quality  and  protection.  Legal  and 
social  changes  have  heightened  social  concern  for  the  protection  of 
particularly  vulnerable  groups.  This,  too,  raises  the  demand  for  pro- 
( c  i  ion,  even  though  some  groups  decry  the  -perceived  costs. 

Federal  regulatory  actions  are  frequently  subject  to  conflicting  pres- 
sures, since  controls  will  have  positive  and  negative  effects  on  various 
interests  and  values.  Thus  careful  evaluation  of  the  effects  of  current, 
and  proposed  regulation  is  suggested.  The  example  of  trucking  regula- 
tion illustrates  the  contribution  that  can  be  made  to  decisionmaking  by 
economic  impact  analysis.  For  example,  one  purported  rationale  for 
airline  regulation,  and  argument  against  deregulation,  is  the  preserva- 
tion of  service  to  small  communities.  That  objective  raises  several 
questions.  First,  does  current  regulation,  in  fact,  improve  service  to 
small  communities?  Second,  is  it  desirable  to  assure  provision  of  more 
or  better  service  to  such  communities  than  would  be  provided  by  the 
market?  Finally,  assuming  that  the  answers  to  those  questions  are 
"yes,"  is  regulation  the  most  effective,  least  costly  means  to  provide  this 
service  \  The  first  and  third  questions  can  be  addressed  by  economic 
impact  analysis.  Congress  must  answer  the  second  question,  and  this 
related  one  :  If,  in  fact,  current  regulation  does  improve  service  to  small 
communities,  but  on  balance  the  effects  are  negative,  what  if  anything 
should  be  considered  in  its  place  ? 

Thus,  most  regulatory  decisions  involve  more  than  a  weighing  of 
economic  benefits  and  costs,  but  also  consideration  of  effects  on  par- 
ticular groups  in  society.  Careful  regulatory  impact  analysis  can  be  a 
valuable  aid  to  this  process:  Impacts  must  be  identified  and  quantified 
and  causal  links  establised.  As  such,  impact  analysis  can  be  important 
not.  only  for  the  resulting  information,  but  also  for  the  overview  of 
impacts  and  interrelationships  which  it  can  provide. 

The  need  for  careful  appraisal  and  impact  evaluation  is  increased 
by  the  complexity  of  regulatory  tasks  and  the  forces  which  can  divert 
regulators  away  from  attainment  of  congressional  goals,  and  toward 
protection  of  regulated  interests  or  pursuit  of  administrative 
convenience.  Impact  evaluation  consists  of  definition  and,  to  the  extent 
feasible,  quantification  of  effects.  Much  health,  safety,  and  environ- 
mental regulation  must  be  concerned  with  the  decisions  of  many 
thousands  or  even  millions  of  firms  and  businesses  in  dozens  of  indus- 
tries. OSHA  has  jurisdiction  over  about  5  million  workplaces;  EPA 
must  be  concerned  with  millions  of  stationary  pollution  sources  and 


1  Evaluation  of  regulation  must  distinguish  between  bad  decisions  and  bad  outcomes.  It 
may  lie  that,  at  the  time  that  regulation  was  instituted  and  designed,  the  decision  appeared 
to  be  correct.  Regulation  may  have  seemed  the  best  way  to  deal  with  an  apparent  market 
failure  or  to  achieve  some  other  social  purpose.  Those  evaluating1  regulation  from  the 
present  have  the  benefit  of  hindsight:  they  know  how,  in  fact,  regulation  has  worked,  and 
how  technology  and  society  have  changed.  Criticism  of  regulation  because  of  undesirable 
results  should  not  necessarily  be  construed  as  criticism  of  Congress  or  of  regulators.  Con- 
gress cannot  enact  legislation  with  the  benefit  of  perfect  foresight.  And  regulators  may 
have  l>een  doing  their  best  to  implement  mandates  which  might  have  been  more  clearly 
stated  or  which,  over  time,  have  become  inappropriate. 
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tens  of  millions  of  mobile  sources,  particularly  private  automobiles. 
By  contrast,  the  traditional  economic  regulatory  agencies  typically 
deal  with  one  or  a  few  sectors  of  the  economy.  Even  here  it  may  be 
difficult  to  acquire  adequate  knowledge  properly  to  regulate  individual 
firms.  All  the  same,  a  relatively  concentrated  industry,  such  as  airlines, 
presents  a  more  tractable  task  than,  for  example,  the  fragmented  motor 
carrier  industry. 

On  the  other  hand,  many  health,  safety,  and  environmental  regulators 
have  broad  jurisdictions  over  all  or  most  industries,  and  cannot  hope  to 
gain  detailed  industry  knowledge  and  understanding.2  The  technical 
complexity  and  diversity  of  subject  matter  may  effectively  deprive 
politically  responsible  regulators  of  independent  judgment.  Impact 
evaluation  which  quantifies  the  quantifiable,  enumerates  and  places 
bounds  on  nonquantifiable  effects,  and  clearly  indicates  the  range  of 
uncertainties,  can  assist  in  more  effective  decisionmaking.  That  kind 
of  analysis  is  also  very  useful  to  agencies  responsible  for  regulating  one 
or  a  few  business  sectors.  Those  agencies  arguably  are  more  subject  to 
"capture"  by  special  interests.  Publicly  available  impact  evaluation 
can  help  counter  that  tendency. 

Therefore,  the  most  useful  form  of  impact  analysis  may  stop  short 
of  attempting  to  quantify  and  compare  all  effects.  Rather,  analyses 
could  quantify  the  quantifiable,  and  enumerate  and  place  bounds  upon 
other  effects.  'Analysts  could  compare  the  effects  of  alternative  meth- 
ods of  achieving  goals,  and  responsible  policymakers  could  use  the 
information  in  making  decisions. 

Impact  analyses  can  help  Congress  evaluate  the  strategies  being 
followed  by  regulators.  And.  importantly,  they  can  provide  some  ac- 
counting for  the  use  of  the  Nation's  resources  represented  by  the  "cost 
of  regulation."  Such  costs,  though  by  some  to  be  "borne  by  business," 
are  generally  and  ultimately  paid  by  the  public.  Unlike  Federal  ex- 
penditures these  appropriations  of  societj^s  resources  are  not  reviewed 
by  Congress  in  the  budgetary  process,  and  no  accounting  is  presented 
to  the  public.  But,  as  pointed  out  previously,  these  nonbudgetary  costs 
of  regulation  typically  far  outweigh  agency  appropriations. 

/.  Requiring  regulatory  impact  statements 

Up  unl  il  very  recently,  appraisal  of  the  economic  impact  of  proposed 
Federal  actions  was  conducted  in  an  informal  and  casual  fashion,  if  at 
all.  There  was  no  government-wide  requirement  that  departments  and 
agencies  systematically  review  and  analyze  potential  costs,  benefits  and 
alternatives. 

In  November  1071.  prompted  principally  by  a  concern  that  Federal 
regulation  significantly  contributed  to  inflation,  then  President  Ford 
promulgated  Executive  Order  11821.®  That  Order,  as  implemented, 
required  departments  and  agencies  to  complete  an  Inflation  Impact 
Statement  (IIS)  for  all  proposals  that  were  considered  "major"  in 
i cni is  of  economic  effect.  The  program  covered  only  new  regulations 
and  legislation  proposed  by  the  agencies,  and  had  no  applicability  to 
existing  laws.  For  "major"  regulations,  agencies  were  to  complete  the 
analysis  of  co^fs.  benefits,  and  alternatives  before  publication  of  the 

rules  such  ns  NIITSA  and  FDA  deal  with  a  narrower  range  of  problems  and  so  may 
gain  more  expertise. 

■Executive  Order  No.  11821  November  27,  1074.  The  Order  was  implemented  by  OMB 
Circular  A   107,  January  28,  i!»7."». 
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proposal  in  the  Federal  Register.  If,  after  consideration  of  available 
alternatives,  the  costs  identified  in  the  IIS  analysis  exceeded  the  pro- 
jected benefits,  the  proposal  would  be  classed  as  "inflationary'';  con- 
versely, if  benefits  were  greater  than  costs,  the  action  would  be  con- 
sidered "non-inflationary."  4 

As  implemented,  the  monitoring  responsibilities  for  the  program 
were  divided  between  the  Office  of  Management  and  Budget  and  the 
Council  on  Wage  and  Price  Stability:  OMB  was  granted  overall  re- 
sponsibility as  well  as  specific  review  of  legislative  IISs;  COWPS 
primarily  evaluated  Inflation  Impact  Statements  on  propose]  rules  and 
regulations.  Although  scheduled  to  expire  in  December  1970  the  Execu- 
tive Order  was  extended  by  President  Carter  for  the  year  1977.5 

In  late  197G,  shortly  before  its  first  expiration  date,  a  review  of  the 
program  was  conducted  by  the  staffs  of  OMB  and  COWPS.6  That 
report  indicated  a  mixed  record  of  accomplishment :  few  IIS's  were 
actually  prepared,  and  those  by  only  a  small  number  of  agencies :  the 
impact  of  the  program  on  the  quality  of  regulatory  decision -making 
was  at  best  uncertain;  and  enforcement  efforts  were  something  less 
than  vigorous. 

For  example,  as  of  December  1976,  a  total  of  49  IISs  had  been  sub- 
mitted by  only  nine  of  the  25  agencies  subject  to  the  Order.  The  vast 
majority  of  completed  IISs  were  for  proposed  regulations  rather  than 
agency-initiated  legislation.7  Although  noting  that  the  quality  of  IISs 
had  improved  with  the  passage  of  time,  the  appraisal  concluded  that 
the  "analysis  of  costs  is  consistently  more  adequate  than  the  analysis  of 
benefits,  and  the  analysis  of  alternatives  usually  is  quite  skimpy  and 
often  not  even  attempted."  8  As  previously  noted  the  determination  of 
"major,"  which  triggered  the  IIS  requirement,  was  a  critically  impor- 
tant feature  of  the  program.  Yet,  according  to  the  report,  that  finding 
was  not  reached  on  a  very  systematic  basis,  and  instead  "usually  in- 
volves only  a  casual  appraisal  of  the  total  costs  anticipated."  9  On  the 
extent  to  which  the  IIS  program  affected  regulatory  decisions,  the 
report  indicated  that  the  analysis  was  "not  apt  to  be  an  important 
input  in  the  proposal's  development."  10  Rather,  if  any  impact  occurred 
at  all,  it  was  likely  to  occur  in  modifications  before  preliminary  an- 
nouncement and  final  promulgation.  That  wTas  particularly  true  in 
those  cases  where  the  IIS  was  prepared  outside  the  agency  which 
developed  the  proposal. 

The  IIS  program  also  had  major  enforcement  problems.  As  previ- 
ously noted,  only  about  a  third  of  the  covered  agencies  actually  pre- 
pared such  reports  over  a  two-year  period;  a  few  agencies  appear  to 
have  ignored  the  requirement  altogether;  and  the  independent  regula- 
tory commissions  took  the  position  that  the  President  could  not  by 
Executive  Order  compel  them  to  conduct  such  appraisals.  In  response, 
OMB  neither  conceded  nor  formally  contested  the  argument  on  agency 
independence,  and  consequently  many  of  those  commissions  did  not 

*  Ibid . 

5  Executive  Order  No.  11949. 

6  "An  Evaluation  of  the  Inflation  Impact  Statement  Program."  prepared  for  the 
Economic  Policy  Board  by  the  staff  of  the  Council  on  Wage  and  Price  Stability  and  tlie 
Office  of  Management  and  Budget,  December  7,  1976.   (Hereafter:  CWPS-OMB  Study.) 

7  Ibid.,  pp.  33-34. 

8  Ibid.,  p.  iii. 
8  Ibid.,  p.  40. 
10  Ibid.,  p.  41. 
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fully  comply  with  the  terms  of  the  Order.11  Moreover  it  does  not  appear 
that  either  OMB  or  CWPS  assumed  a  very  enthusiastic  oversight  role : 
the  report  found  that  neither  agency's  performance  in  this  regard  was 
"completely  satisfactory."  l2 

Notwithstanding  the  admitted  deficiencies  of  the  "fledgling"  pro- 
1,  the  report  did  not  suggest  that  the  IIS  program  be  aban- 
l.  The  report  was  instead  convinced  of  the  importance  of  such 
analyses,  on  the  theory  that  "if  the  public  sector  is  to  promote  eco- 
nomic efficiency,  agencies  must  be  held  accountable  for  the  economic 
impacts  of  their  decisions."  It  was  recommended  that  the  program  be 
retained  and  strengthened.13 

And  that  is  the  course  that  President  Carter  adopted  in  March  1978, 
with  the  issuance  of  Executive  Order  12044.14  Insofar  as  the  Order 
pertains  to  economic  impact  review,  it  is  a  decided  improvement  over 
the  previous  program.  In  scope  and  focus,  the  new  Order  is  more  re- 
fined :  the  IIS  was  too  often  viewed  as  just  another  requirement  that 
had  to  be  met  before  final  issuance,  and  thus  was  not  an  integral  part 
of  the  decision-making  itself.  So  too  its  scope  was,  by  the  terms  of  the 
Order,  limited  to  costs  and  cost-related  effects.  Under  the  new  Order 
earlier  consideration  of  a  more  expansive  economic  analysis  is  required. 

The  Order  provides  that,  in  accord  with  certain  established  stand- 
ard?, regulations  with  "major  economic  consequences"  would  be  sub- 
ject to  regulatory  analyses,  including: 

...  a  succinct  statement  of  the  problem ;  a  description  of  the  major  alter- 
native ways  of  dealing  with  the  problem  that  were  considered  by  the  agency ;  an 
analysis  of  the  economic  circumstances  of  each  of  these  alternatives ;  and  a  de- 
tailed explanation  of  the  reasons  for  choosing  one  alternative  over  the  other.15 

Guidance  is  provided  on  the  nature  of  criteria  and  procedures  to  be 
established  by  the  various  agencies.  For  example,  analysis  is  required 
for  any  regulation  that  has  an  annual  effect  on  the  economy  of  $100 
million  or  more,  or  that  involves  "major  increase  in  costs  or  prices  for 
individual  industries,  levels  of  government,  or  geographic 
regions  .  .  ." 16 

The  new  Executive  Order  is  far  more  systematic  than  its  predeces- 
sor: timetables  are  established,  and  general  standards  set;  opportunity 
for  public  comment  is  guaranteed;  and  both  criteria  and  procedures, 
set  by  Executive  Branch  agencies,  must  be  approved  by  the  Office  of 
Management  and  Budget,  Moreover,  President  Carter's  program  states 
the  general  requirement  in  broader  terms,  thus  allowing  for  considera- 
tion of  various  kinds  of  impact  not  necessarily  reducible  to  dollar  and 
cent  value-.  In  express  terms,  OMB  has  overall  responsibility  for 
the  program.  In  addition,  prior  to  final  issuance,  agency  appraisals 
are  selectively  evaluated  by  the  Regulatory  Analysis  Review  Group. 
I  d  by  the  Council  of  Economic  Advisers  with  analytical  staff 
support  provided  by  the  Council  on  Wage  and  Price  Stability.  That 

11  Ibid.,  pp.  78-76,  On  the  issue  of  applicability  to  the  Independent  commissions,  the 
Order  was  on  its  face  confusing:  while  it  required  "'(e)aeli  Federal  department  and 
agency"  to  "cooperate"  with  the  OMB  Director,  ihe  Order  nlso  stated  that  proposals  by 
"any  executive  branch-agency"  must  be  accompanied  by  a  statement  certifying  that 
■ucn  analysis  bad  been  completed.   Executive  Order  No.  11821,  sec.  1  and  4. 

■     iv. 

•  Ibid.,  pp.  76 

ecutive  Order  No.  12044,  March  23  1D7S 
'•  [bid.,  sec.  8(b)(1). 
wIbid.,  sec.  :;i  a ». 
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attention  focuses  on  those  regulatory  analyses  which  appear  adequate 
or  which  present  potentially  significant  consequences  or  concerns.17  In 
an  effort  to  insure  meaningful  consideration,  the  Order  requires  "care- 
ful examination  of  alternative  approaches  early  in  the  decision- 
making process."  1S  Existing  as  well  as  new.  proposed  regulations  are 
included  in  the  review  requirements;  however  legislative  proposals 
originating  with  the  agencies  are  omitted  from  the  Order. 

The  stated  objective  of  the  Order  is  to  improve  the  quality  of  regula- 
tory practices.  That  aim  might  not  be  assisted  by  the  undue  delay 
that  can  result  from  protracted  litigation.  Thus  the  Order  relies  for 
enforcement  on  OMB  rather  than  the  courts,  and  expressly  states  that 
it  was  not  intended  to  "provide  new  grounds  for  judicial  review."  ]U 
Although  some  uncertainty  exists,  it  appears  as  though  the  provision 
will  be  successful  in  this  regard.  The  Eighth  Circuit  has  held  that  the 
previous  Executive  Order,  which  contained  no  such  express  limitation, 
did  not  confer  a  private  right  of  action  to  challenge  the  sufficiency  of 
agency  compliance.20  In  that  case,  the  Order  was  viewed  "primarily 
as  a  managerial  tool  for  implementing  the  President's  personal  eco- 
nomic policies  and  not  as  a  legal  framework  enforceable  by  private 
civil  action."  21  The  court  also  recognized  that  to  infer  such  a  right 
could  potentially  "paralyze  the  rulemaking  functions  of  federal  ad- 
ministrative agencies."  22 

The  issue  of  independence  of  the  regulatory  commissions,  which  we 
have  discussed  in  volume  V  of  our  study,23  was  directly  addressed 
during  consideration  of  the  new  Order.  Comments  were  specifically 
solicited  on  whether  the  Order  should  or  could  be  applied  to  those 
commissions.24  In  that  regard,  there  are  significant  legal  obstacles  and. 
in  our  opinion,  the  President  cannot  absent  express  statutory  authori- 
zation impose  such  requirements  on  independent  regulatory  commis- 
sions.25 The  President  concurred,  stating  that  commission  "independ- 
ence should  be  preserved."  and  decided  that  the  Order  should  not  be 
applicable  to  those  bodies.26  However,  the  President  did  request  volun- 
tary compliance  and  it  appears  that  the  independent  commissions  have 
been  forthcoming  in  that  regard.27 

Like  its  forerunner,  Executive  Order  12044  has  a  life  of  two  years, 
and  will  expire  in  June  1080  unless  extended  by  the  President.  It  would 
be  premature  to  now  predict  the  program's  success.  However,  it  ap- 
pears that  the  effort  to  comnel  careful  consideration  of  economic  con- 
sequences does  have  enthusiastic  Administration  support.  In  signing 
the  OroVr.  the  President  remarked:  "I  will  personally  be  involved  in 
assuring  that  the  Executive  Order  is  carried  out.  And  under  me.  the 

17  "Procedures  of  the  Regulatory  Analysis  Review  Group"  and  "Regulatory  Analysis" 
(!97S).  workinsr  papers  provided  by  CWPS. 

18  Executive  Order  No.  12044,  sec.  3. 
18  Ibid.,  sec.  7. 

toJV^e¥T£en£>UTeal  P(lc7ier*  Association  v.  Bute,  526  F.  2d  228  (R  Clr.  1975),  cert,  denied. 
96  S.  Ct.  1461.  Cf.  Independent  Meat  Packers  v.  Butz,  395  F.  Supp.  923  (D  Neb   1975) 
n  In  dependent  Meat  Packers,  supra,  at  326.  ' 

22  Id. 

23  Sec  Committee  on  Governmental  Affairs.  Study  on  Federal  Regulation,  vol.  V.  95th 
Conjr..  2d  scss.,  on.  2o-Rl  (197R).  For  discussion  of  tbe  "indonendencc"  Issne!  as  related  to 
the  Executive  Order,  see  Congressional  Record,  April  5,  1978,  pp.  S  4862-66 

*  Federal  Register,  Nov.  18,  1977,  p.  59741. 

15  Ibid. 

M  Congressional  Record,  April  5.  197R.  p.  S  4R65. 

K  Information  provided  by  OMB  indicates  that  tentative  conclusion 
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Office  of  Management  and  Budget  will  be  working  very  closely  with 
the  heads  of  agencies  and  departments  to  insure  that  the  spirit  and 
the  letter  of  the  Executive  Order  is  honored."  2S 

When  he  signed  the  Order,  President  Carter  expressed  his  hope  that 
the  departments  and  agencies  would  view  its  terms  as  minimum  stand- 
ards, and  that  some  "might  want  to  go  even  further."  And  that  has 
occurred  to  some  extent.  For  example,  the  Department  of  Agriculture 
published  for  comment  a  tentative  program  that  appears  to  be  more 
far-reaching  than  that  required  by  Executive  Order  12044.29  To  illus- 
trate, the  USDA  process  would  be  applicable  to  all  "significant"  poli- 
cies, regulations,  and  program-related  actions,  including  major  legisla- 
tive, regulatory,  or  rulemaking  initiatives  as  well  as  certain  authoriza- 
tions and  policy  proposals.  Moreover,  the  Department  has  suggested  a 
more  comprehensive  approach  to  the  analysis.  First,  the  Impact  Anal- 
ysis will — 

.  .  .  cover  impacts  on  the  economic  and  social  well-being  of  our  society  includ- 
ing differential  effects  on  the  costs  and  welfare  of  various  sectors  .  .  .  such  as 
farmers,  consumers,  industries,  governments,  minority  groups,  environmental 
interests,  small  businesses,  and  other  commercial  and  financial  enterprises. 

Moreover,  the  USDA  process  establishes  a  relationship  between 
the  Impact  Analysis  and  various  other  evaluations  required  by  law  or 
regulation.  As  proposed  by  the  Department,  the  regulation  states 
that  Impact  Analysis,  "where  appropriate  or  feasible,"  may  include 
information  requested  by,  or  substituted  for,  Consumer  Impact 
Statements,  Civil  Rights  Impact  Analysis,  Regulatory  Impact  Eval- 
uation, Pesticide  Impact  Assessments,  Options  Papers,  and  others. 
A  similar  relationship  is  established  between  the  Impact  Anal- 
ysis and  Environmental  Impact  Statements.  Thus  the  proposed 
USDA  regulation  represents  a  more  comprehensive  approach  toward 
implementing  the  Department's  stated  philosophy  that,  "all  decisions, 
whether  major  or  minor,  can  be  made  with  confidence  after  an  ap- 
praisal has  been  made  of  the  impact  of  each  alternative  course  of 
action  which  could  be  taken  to  reach  the  stated  objective." 

Concerning  Presidential  implementation  of  the  Executive  order, 
several  important  developments  have  occurred.  First  the  President 
established  by  directive  the  Regulatory  Analysis  Review  Group 
(RARG)  to  periodically  review  selected  regulatory  analyses  prepared 
by  the  agencies.  RARG  is  chaired  by  the  Council  on  Economic  Ad- 
visers with  its  membership  drawn  principally  from  the  executive  de- 
part monts  and  offices.  Analytical  staff  support  is  provided  by  the 
Council  on  Wage  and  Price  Stability.  The  review  group  has  estab- 
lished procedures  for  determining  the  basis  upon  which  analyses  are 
selected  for  appraisal  as  well  as  specific  criteria  that  should  be  met  by 
the  agencies  in  preparing  impact  statements.292  In  addition,  in  October 
1978,  the  President  created  by  directive  the  Regulatory  Council  to 
"develop  a  unified  calendar  of  major  regulation."  The  council  is  com- 
posed of  executive  branch  agencies  and  departments,  and  has  a  chair- 
man selected  by  the  President;  independent  commissions  are  encour- 
aged to  voluntarily  participate  in  the  work  of  the  council.29b  Like  the 

■■•.  clt. 
■••  Bee  Federal  Register,  May  21.  1978,  pp.  210SG-S9 

»•  RATIO.  "Procedure!  of  the  Regulatory  Analysis  Roviow  Oroup,"  cony  provided  to 
the  committee.  CF.  Rational  Journal,  Auk.  12,  1!>7S,  pp    1281-12S5 

•"White   Paper:  The  President**  Anti-Inflation  Program,"  October  24,  1978. 
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Executive  order,  it  would  be  premature  to  predict  at  this  time  the  im- 
pact of  either  the  Regulatory  Council  or  the  Review  Group  in  improv- 
ing Government  regulations.  However,  by  implication,  both  suggest 
an  important  issue:  the  extent  to  which  the  President  can  properly 
affect  agency  decisionmaking.  This  very  significant  question  needs  to 
be  addressed  by  Congress. 

2.  Consideration  in  the  development  of  a  statutory  requirement  for 
regulatory  impact  analysis. 

Economic  impact  analysis,  which  evaluates  the  costs,  benefits  and 
alternatives  of  proposed  actions,  should  play  an  important  role  in 
regulatory  decision-making. 

Careful  economic  analysis  of  the  known  aspects  of  a  proposed  action 
is  an  obviously  sensible  course.  It  is  logical  and  reasonable  to  estimate 
costs,  project  benefits  and  consider  alternatives  before  making  any 
significant  decision.  In  that  sense,  careful  evaluation  is  a  useful 
tool  in  careful  planning  and  priority  setting.  In  addition,  such 
analysis  can  make  a  significant  contribution  to  determining  whether 
the  conditions  perceived  as  justifying  intervention  presently  exist 
and  how  they  are  likely  to  change  in  the  future.  Also  economic  evalua- 
tions can  help  Congress,  the  President  and  the  public  assess  the 
strategies  adopted  by  regulators.  And,  importantly,  they  could  provide 
some  public  accounting  for  the  use  of  the  Nation's  resources,  as  repre- 
sented by  the  "cost  of  regulation."  Finally,  impact  analysis  will  pro- 
duce hopefully  reliable  information  on  the  burdens  imposed  by 
regulation. 

As  mentioned  previously,  in  the  context  of  deregulation,  there 
are  two  major  forms  of  Federal  regulation:  economic  regulation 
which  is  concerned  with  prices,  entry,  and  rates  of  return ;  and  controls 
to  safeguard  the  public  health,  safety  and  environment. 

The  distinction  between  economic  and  non-economic  regulation  is 
significant  to  consideration  of  impact  analysis  in  regulatory  deci- 
sions. Such  analysis  may  be  more  easily  applied  in  the  economic 
area,  since  there  the  consequences  are  more  generally  capable  of  being 
reduced  to  dollar  and  cents  terms.  That  is  not  the  case  with  health, 
safety  and  environmental  regulation.  It  is  extremely  difficult  to 
quantify  benefits  in  these  areas,  since  they  often  become  apparent  only 
with  the  passage  of  time.  In  addition,  some  important  benefits — such 
as  recreational  or  aesthetic  values — are  difficult  if  not  impossible  to 
quantify  in  any  meaningful  way.  Finally,  there  is  the  question  of  how 
the  value  of  risks  of  human  life,  injury  and  suffering  are  computed. 
At  present,  there  is  no  generally  accepted  method  for  evaluating  such 
risks. 

Therefore,  there  are  serious  limitations  to  the  use  of  such  analysis 
in  the  health  and  safety  area.  Certainly  the  decisions  on  whether  to 
issue  a  regulation  in  these  areas  cannot  turn  exclusively  on  a  cost- 
benefit  or  cost-effectiveness  finding.  Much  more  is  involved,  and  deci- 
sion-making to  protect  the  public  from  serious  hazards  should  not 
be  reduced  to  those  terms. 

However,  despite  the  difficulty  of  making  such  estimations,  it  is 
essential  to  have  more  information  on  the  costs — and  indeed  the 
benefits — of  Federal  health,  safety  and  environmental  activities.  Also 
the  means  used  to  achieve  statutory  goals  should  be  the  most  efficient 
and  least  costly  available.  One  role  for  such  economic  analysis,  even 
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in  sensitive  areas  of  safety  and  health,  can  be  to  insure  that  society 
achieves  the  maximum  amount  of  protection  in  light  of  available  re- 
sources. Regulatory  decisions  cannot  and  should  not  turn  on  cost  con- 
siderations alone,  but  analysis  can  help  to  insure  that  desired  degrees 
of  protection  are  attained  at  the  minimum  possible  cost. 

Today  it  is  clear  that  Federal  resources  in  those  areas  are  com- 
mitted on  a  massive  scale  without  proper  knowledge  of  the  costs  and 
consequences  of  those  actions.  For  example,  in  1975  the  Council  on 
Environmental  Quality  made  a  major  effort  to  quantify  costs  and 
benefits  of  Federal  environmental  protection  programs.  Although 
several  figures  were  advanced,  the  Council  noted  its  dissatisfaction 
with  the  lack  of  definite  knowledge :  "It  is  disturbing  to  remain  in 
such  a  state  of  ignorance  about  the  various  costs  and  benefits  asso- 
ciated with  programs  to  safeguard  the  environment.  Although  as  a 
nation  we  are  committed  to  large  expenditures,  we  do  not  know 
whether  we  are  spending  too  much  or  too  little.''30 

More  needs  to  be  done  in  this  area.  A  statute  is  necessary  in  order 
to  establish  a  regulatory  impact  analysis  requirement  for  rulemakings 
considered  by  all  departments  and  agencies  of  the  Federal  government. 
In  considering  such  legislation,  four  basic  points  should  be  kept  in 
mind — 

First,  while  agencies  should  be  required  to  consider  costs,  benefits 
and  alternatives,  impact  analysis  must  not  be  considered  a  final  deter- 
minant of  whether  an  action  should  be  taken.  The  difficulty  of  quan- 
tifying benefits  and  the  appropriateness  of  applying  statistical  anal- 
ysis to  areas  of  human  welfare  must  be  recognized.  Also  some  benefits 
as  well  as  costs  may  be  expressed,  as  part  of  the  impact  analysis,  in 
other  than  dollar  terms.  Thus,  a  regulatory  action  may  be  taken  even 
though  the  projected  costs  exceed  the  quantifiable  benefits. 

Second,  there  is  the  problem  of  bias.  Experience  shows  that  there 
tendency  for  agencies  to  overstate  the  benefits,  and  for  the  regu- 
lated industries  to  inflate  the  costs.  In  this  regard,  it  is  illuminating 
to  consider  the  various  cost  estimates  on  OSHA's  proposed  standard 
for  occupational  exposure  to  vinyl  chloride.  Several  cost  estimates 
were  made  before  tiie  standard  was  promulgated.  An  industry-spon- 
sored study  estimated  a  Loss  of  d<  piestic  production  of  $60  to  $90 
hi i lion,  combined  with  massive  plant  shutdowns.31  A  study  sponsored 
by  the  Department  of  Labor  predicted  much  less  disastrous  conse- 
quences, with  costs  to  user  industries  of  about  $382  million.  A  follow- 
up  study,  performed  after  implementation  of  the  standard,  found 
of  about  $325  to  $335  million,  and  much  more  moderate  effects 
on  pri<  's  end  production  than  industry  had  predicted.32 

Third,  care  should  also  be  taken  to  avoid  a  complex  and  elaborate 
economic  impact  evaluation  process.  Such  a  process  could  add  to — 
rather  than  reduce — the  costs  of  regulation  by  injecting  additional  ex- 
pense, delays,  and  confusion  into  the  system.  For  example,  agency 
actions  could  be  si  ailed  for  years  in  the  courts  if  litigation  challenging 
the  adequacy  of  economic  evaluations  were  permitted.  Such  delays 

Council    on    Environmental    Quality.    Environmental    Quality,    the    Sixth    Annual 

Report  <>f  the  Council  on  Envir ntai  Quality,  December  is7r>,  p.  4!>r>. 

•••'  Reported   in   M.   .1.   BoUe,   "Cost  Benefit  for  OSIIA  Standards:   Use  and  Misuse,"  Con- 
nil  Research  Service  paper  prepared  for  Committee  use,  Nov.  9,  1976,  p.  '27. 
3*  Ibid. 
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have  marked  government  action  involving  environmental  impact  state- 
ments, which  have  often  been  the  subject  of  protracted  litigal  ion.  Also. 

wasteful  duplication  can  be  avoided  by  allowing  the  economic  evalua- 
tion statement  to  either  incorporate  or  substitute  for  other  kind-  of 
impact  statements  required  by  law. 

Fourth,  impact  analysis  requires  considerable  expertise  and  judg- 
ment. Therefore,  the  analysis  should  be  conducted  within  the  de- 
partment or  agency  which  is  considering  the  proposed  action;  The 
adequacy  and  objectivity  of  such  analyses  can  be  insured  through 
Congressional  oversight  and  by  periodic  review  and  appraisal  of  im- 
pact statements  outside  the  agency. 

Those  import  ant  considerations  should  be  reflected  in  any  proposal 
to  establish  a  regulatory  impact  requirement  by  statute.  On  the  other 
hand,  we  believe  that  the  regulatory  process  should,  on  a  formal  basis, 
take  greater  account  of  economic  impact  of  proposed  regulations  and 
rules.  Such  analysis  is,  in  our  opinion,  essential  to  an  informed  and  ef- 
fective decision-making  process.  Thus,  we  propose  the  following: 

(1)  All  Federal  regulatory  agencies  should  be  required  to  system- 
atically consider  regulatory  impact  including  costs,  benefits,  and  alter- 
natives, before  final  issuance  of  significant  proposed  rules  and  regula- 
tions. 

(2)  Regulatory  impact  analysis  should  involve  a  two-step  process, 
First,  when  regulations  are  initially  published  for  public  comment. 
Federal  agencies  would  release  a  draft  impact  analysis  containing  the 
following  information:  (a)  a  succinct  statement  of  the  need  for,  and 
objectives  of,  the  contemplated  action;  (b)  a  description  of  no  fewer 
than  three  possible  alternatives  to  accomplish  the  stated  objectives  and 

(c)  for  each  of  those  alternatives,  a  preliminary  statement  of  the 
economic  and  other  consequences,  and  an  appraisal  of  the  effectiveness 
of  each  alternative  in  meeting  the  stated  objectives.  A  reasonable  pe- 
riod of  time  should  be  allowed  for  public  comment  on  the  draft  anal- 
ysis. Thereafter,  when  such  rules  or  regulations  are  issued,  Federal 
agencies  should  publish  a  final  regulatory  impact  analysis,  containing 
the  following  information:  (a)  a  succinct  statement  of  the  need  for. 
and  the  objectives  of,  the  proposed  action;  (b)  a  description  of  the 
alternatives  considered,  and  a  statement  of  the  reasons  for  selecting 
one  alternative  over  the  others;  (c)  an  analysis  of  the  economic  or 
other  consequences  that  may  result  from  the  proposed  action;  and 

(d)  a  summary  of  the  comments  by  the  public  on  the  draft  economic 
impact  analysis. 

(3)  In  order  to  avoid  unnecessary  duplication  or  wasteful  use  of 
resources,  closely  related  sets  of  regulations  should  be  considered  to- 
gether for  the  purposes  of  a  regulatory  impact  analysis.  Also,  an  im- 
pact analysis  should  whenever  appropriate  either  incorporate,  or  sub- 
stitute for,  any  other  impact  statement  or  analysis  which  may  be 
required  by  law. 

(4)  A  waiver  of  the  requirement  should  be  allowed,  if  a  written 
determination  is  issued  and  signed  by  the  head  of  an  agency,  certify- 
ing that  the  action  is  taken  in  response  to  an  emergencv  situation,  or  is 
governed  by  short-term  statutorv  or  judicial  deadlines.  That  certifica- 
tion should  be  published  in  the  Federal  Register.  The  waiver  certifi- 
cation should  not  be  subject  to  judicial  review. 

30-398—78 8 


86 

(5)  Congress  should  assume  responsibility  for  actively  overseeing 
agency  compliance  with  this  statute.  A  selected  number  of  economic 
impact  statements  should  be  subject  to  periodic  review  outside  the 
agencies  proposing  regulations.  In  that  regard,  Congress  may  wish 
to  utilize  its  own  support  agencies,  such  as  the  Congressional  Budget 
Office  and  the  General  Accounting  Office.  The  findings  of  such  reviews 
should  be  reported  to  the  public.  Congress  and  the  agencies  involved. 
Also,  as  we  discuss  in  chapter  7,  a  revitalized  Administrative  Confer- 
ence should  provide  guidance  and  monitor  agency  compliance  with 
this  statute.  Finally,  as  we  recommend  in  volume  V  of  our  study,32* 
the  President  should  be  given  a  formal  opportunity  to  make  on-the- 
record  comments  and  presentations  to  the  agencies  during  the  rule- 
making process. 

(6)  Procedures  and  findings  in  connection  with  any  specific  economic 
impact  analysis  would  not  be  subject  to  any  judicial  review.  Judicial 
review  would,  of  course,  continue  to  be  available  for  the  agency  regula- 
tion which  is  the  subject  of  the  analyses. 

3,  The  importance  of  considering  alternative  strategies  for  interven- 
tion: An  example  from  OSHA's  experience 

A  recent  controversy  involving  a  proposed  OSHA  standard  illus- 
trates the  importance  of  impact  analyses  which  move  beyond  benefit- 
cost  enumeration  to  the  more  important  task  of  evaluating  alterna- 
tives. 

Health  and  safety  standards  should  focus  on  factors  which  in  fact 
cause  risks.  Since  compliance  costs  can  be  large,  and  may  even  result 
in  plant  shutdowns  and  unemployment,  it  is  also  important  that 
standards  specify  compliance  methods  only  to  the  extent  needed 
to  assure  effective  compliance  and  enforcement.33  These  issues  are  well 
illustrated  by  OSHA's  proposed  standard  for  occupational  exposure 
to  inorganic  lead.34 

The  proposed  standard  would  have  limited  lead  content  in  work- 
place air  to  no  more  than  100  micrograms  per  cubic  meter,  based  on 
an  8-hour  average  day  and  assuming  a  40-hour  work  week.35  The  pro- 
posed standard  appeared  salutory,  since  "lead  poisoning  usually 
results  from  the  inhalation  of  lead  dust  or  fumes."36  Under  the  pro- 
posed regulation,  somewhat  lower  air  lead  levels  would  trigger  special 
monitoring  of  both  lead  in  the  air  and  worker  exposure  as  measured 
by  blood  lead  levels.37  Although  worker  injury  occurs  largely  through 
lead  in  the  blood,  enforcement  and  compliance  procedures  would  be 
dependent  on  "excessive''  levels  in  the  air.  Yet,  are  atmospheric  lead 

«■  See  study  on  Federal  Reeniation.  vol.  V,  pp.  76-78. 

•  fly.  specification  standards  define  allowable  technologies,  such  as  traininir  or  equip- 
ment  design.   Performance  standards  state  allowable  outcomes,  such  as  pollution  levels.  As 
noted  there,  In  many  cases  performance  standards  (or  incentives)   may  in  principle  be  more 
e    than    specification    standards    which    specify    methods    of    compliance.    Per- 
formance standards  do  allow  more  room  for  innovation.   However,   the  potential   ease  of 
monitoring  compliance  with  specification  standards  could  shift  the  balance.  It  is  important 
thai    the  choice  of  specification  standards  lie  based  on  benefits  to  society,  and   not  onlv  on 
pun-  administrative  convenience,  In  some  cases,  of  course,  easing  administrative  problems 
may    allow    better    enforcement    and    more    complete    economic    achievement    of    regulatory 
goals.   There  Is  some  danger  that  agency   choice  of  standards  will  be  based  too  much  on 
aience  and  too  little  on  broader  considerations  of  effectiveness  or  cost. 
u  W    P.R      15934,   et    seep    (1975).    This   discussion    is  presented   for  illustrative  purposes 
onlv  and  does  not  represent  committee  policy. 
■  40  P.R.  45934   (l!)7._,). 

■Nicholas   A.   Ashford,    "Crisis  In  the  Workplace:  Occupational  Disease  and   Injurv." 
(MIT  Press.  Cambridge,  1976),  p.  78. 
•  in  P.R  45943  (1975). 
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levels  a  good  indicator  of  likely  injury  to  workers  from  increased 
blood  lead?  And,  could  changes  in  work  practices,  worker  rotation, 
or  other  methods  yield  acceptable  safety  conditions  for  workers,  even 
where  air  lead  levels  exceeded  the  proposed  standards? 

It  is  possible  that  workers  who,  for  example,  tapped  cigarettes  on 
lead-contaminated  benches  or  machines,  could  develop  high  blood  lead 
levels  even  though  air  lead  was  very  low.  In  some  plants  air  lead  might 
be  in  particles  of  sizes  not  easily  absorbed  by  the  body ;  the  opposite 
is  also  possible.  Some  workers,  such  as  those  living  in  cities  with  some 
degree  of  lead  in  the  water  supply,  might  develop  dangerous  blood- 
lead  levels  even  where  workplace  air  lead  was  extremely  low. 

This  suggests  that  a  standard  based  on  blood  lead  levels  might  in 
some  cases  provide  better  protection.  On  the  other  hand,  it  may  be 
easier  for  inspectors  to  monitor  air  lead ;  such  monitoring  may  involve 
less  interference  with  worker  privacy  and  allow  lower  monitoring 
costs.  Finally,  it  might  be  argued  that  since  air  lead  levels  are  more 
directly  under  employer  control  than  blood  lead  levels,  it  is  more 
reasonable  to  use  an  air  lead  standard.  However,  the  Lead  Industries 
Association  proposed  that  violation  of  a  blood-lead  standard  should 
trigger  special  monitoring,  enforcement  and  compliance  activities.38 
As  noted  above,  such  a  standard  might  in  some  cases  provide  superior 
protection,  albeit  with  possible  enforcement  problems.39 

A  standard  based  on  air  lead  implies  the  appropriate  corrective 
action :  Reduce  the  concentration  of  lead  in  the  air.  The  OSHA  pro- 
posal would  require  that  this  be  done  "*  *  *  solely  by  means  of 
engineering  controls,  supplemented  when  necessary  by  work  practice 
controls."  40  Ventilation  would  be  the  principle  means  of  engineering 
control.  Respirators  might  appear  useful  to  reduce  lead  inhalation,  but 
under  the  proposed  OSHA  regulation  they  could  be  used  only  before 
engineering  controls  are  installed,  where  engineering  controls  are  im- 
possible (as  in  certain  maintenance  operations),  where  engineering 
controls  are  not  sufficient  to  meet  the  standard,  or  in  emergencies.41 
Engineering  controls  might  properly  be  required  because  their  effec- 
tiveness does  not  depend  on  hard-to-police  actions  by  individual  em- 
ployees. For  example,  employees  might  refuse  to  wear  respirators  or 
fail  to  use  them  properly.  Other  alternatives,  such  as  worker  rotation 
to  limit  exposure,  might  be  viewed  as  discriminatory  or  imposing  spe- 
cial burdens  on  workers  subject  to  rotation.42 

38  Lead  Industries  Association,  "Comments,  Objections,  and  a  Summary  of  Evidence  by 
the  Lead  Industries  Association  in  Response  to  the  Proposed  Standard  for  Exposure  to 
Lead,"  Submission  to  Docket  No.  H-004,  Occupational  Safety  and  Health  Administration, 
U.S.  Department  of  Labor,  Jan.  16,  1976,  p.  9. 

39  This   abstracts   from   questions   of   the   appropriate  level   of   air  or  blood   standards. 

40  40  F.R.  45944.  Engineering  controls  include  ventilation,  machine  enclosure,  and 
machine  redesign.  They  are  contrasted  with  "work  practice"  controls,  such  as  worker 
rotation,  or  controlling  smoking  or  eating  on  the  job. 

«  Ibid. 

42  What  has  become  known  as  the  "general  duty"  clause  [§  5(a)  (1)]  of  the  Occupational 
Safety  and  Health  Act  of  1970  [Public  Law  91-596]  might  be  taken  as  requiring  engineer- 
ing controls.  That  Section  states  ".  .  .  Each  employer  shall  furnish  to  each  of  his  em- 
ployees employment  and  a  place  of  employment  which  arc  free  from  recognized  hazards  that 
are  causing  or  are  likely  to  cause  death  or  serious  physical  harm  to  his  employees."  It 
might  be  argued  that  a  workplace  environment  which  would  not  be  safe  or  healthful  in  the 
absence  of  work  practice  controls  violated  this  section.  On  the  other  hand,  it  could  he 
argued  that  if  compliance  with  employer-established  practices  alleviates  the  hazard,  the 
employer  has  fulfilled  his  "general  duty"  under  the  act.  The  act  does  not  establish  a  pre- 
sumption in  favor  of  any  particular  method  of  compliance,  though  section  5(a)(2)  does 
require  compliance  with  OSHA-established  standards.  These  standards  may  mandate 
methods  of  compliance. 


^roreover,  engineering  controls  necessarily  require  capital  invest- 
ments, which  could  prove  to  be  particularly  burdensome  to  small  firms. 
In  some  cases  engineering  controls  might  be  much  more  costly  than 
work-practice  controls  providing  similar  protection  to  workers.  Of 
course,  an  air  lead  standard  by  itself  comes  close  t (^requiring  methods 
of  compliance.  This  lessens  employer  flexibility  which  might,  if  prop- 
erly monitored,  allow  protection  at  lower  cost  to  society. 

The  likely  costs  of  complying  with  OSHA's  proposed  standard  ap- 
pear to  be  substantial.  An  OSHA-sponsored  study  estimated  that  for 
the  lead  standard  capital  investments  of  more  than  $613  million  would 
be  needed  every  10  years,  and  annual  operating:,  monitoring,  and 
maintenance  costs  would  be  more  than  $115  million.43  The  benefits 
from  the  standard  may  more  than  justify  the  cost.  And  costs  may  de- 
cline over  time  as  equipment  design  takes  into  account  the  need  for 
compliance.  But.  it  is  possible  that  a  standard  based  on  blood  lead — 
or  perhaps  a  combined  air/blood  standard — which  did  not  effectively 
require  compliance  by  means  of  engineering  controls  might  vield  great- 
er protection  at  lower  costs.  "We  have  not  performed  a  detailed  investi- 
gation of  the  relative  merits  and  risks  of  various  approaches  to  this 
problem.  It  is  clear  that  careful  impact  evaluations  and  analyses  would 
provide  guidance  in  such  complex  areas.  Moreover,  as  this  example 
indicates,  the  most  useful  analyses  will  go  beyond  mere  enumeration  of 
benefits  and  costs,  and  evaluate  the  relative  merits  of  alternative 
methods  of  control. 

B.  Economic  Deregulation  :  Full  and  Partial 

1.  Broad  scale  economic  deregulation 

Full  deregulation  is  a  move  to  competition  as  it  exists  in  the  "unreg- 
ulated" sectors  of  the  economy :  prices,  rates  of  return,  capacity,  prod- 
uct quality,  variety,  and  service  levels  would  thus  be  determined  in  the 
market.  Antitrust  policy  would  play  at  least  its  traditional  role.  Full 
deregulation  might  be  justified  by  efficiency  and  other  considerations. 
In  competitive  markets,  efficiency  results  as  prices,  service  quantities, 
and  qualities  adjust  to  reflect  production  costs  and  consumer  demand. 
Service  quantities  will  be  efficient :  larger  quantities  would  drive  price 
below  production  cost:  smaller  quantities  would  leave  some  customers 
willing  to  pay  more  for  additional  output  than  it  costs  to  produce. 
The  unregulated  market  will  tend  to  move  toward  the  point  where 
price  just  equals  cost.  Competitive  pressures  may  increase  efficiency 
and  reduce  costs.  The  economic  desirability  of  such  a  move  rests  on 
expectations  that  the  resulting  market  will  be  workably  competitive, 
idhI  on  the  absence  of  other  conditions  justifying  regulation. 

Each  of  these  principles  are  discussed  in  detail  in  the  following 
seel  ions. 

a.  Effects  of  deregulation  on  price  levels 

There  arc  two  important  questions  on  the  likely  price  effects  of  de- 
regulation. First,  what  is  the  real  effect  on  prices  of  regulation? 

<;T'.S.  Department  of  Labor,  Occupational  Safety,  and  Health  Administration,  Technical 
lllty,  Costs  of  Compliance,  and  Economic  Impact  Assessment  of  the  Proposed 
Standard!  for  Lend  for  Selected  Industries,  prepared  bv  D.  B.  Associates.  Inc.,  page  5-2 
<  undated).  All  costs  arc  in  mid-1977  dollars.  Costs  wore  evaluated  for  onlv  four  sectors 
(primary  smelting,  secondary  smelting,  nonlndustrial  storage  batteries,  and  brass  nnd 
bronze  foundnries),  so  totnl  costs  would  be  higher. 
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Second,  what  degree  of  price  competition  will  be  Likely  to  occur  with 

deregulation? 

Regulation  fixes  rates  in  some  sectors,  including  truck  and 
rail  freight,  natural  gas,  and— on  the  .Slate  level— local  utilities.  In 
the  absence  of  regulation,  prices  above  the  competitive  cost  level  could 
fall  as  firms  shaded  rates  to  capture  more  business,  utilized  c: 
capacity,  and  improve  efficiency.  Relaxing  the  entry  controls  support- 
ing high  prices  would  bring  new  capacity  to  the  industry,  further  re- 
ducing prices.  With  no  collusion  prices  would  fall  toward  incremental 
production  costs  and  output  would  rise.  Conversely,  prices  fixed  below 
the  competitive  level  would  rise,  and  industry  capacity  would  expand. 
The  extent  and  speed  of  these  adjustments  would  depend  on  the  ease 
of  entry  and  capacity  expansion;  prices  will  not  decline  unless  more 
output  becomes  available.  Where  regulation  has  induced  excess  capac- 
ity or  expansion  on  particular  routes — as  in  airlines  and  trucks — rates 
could  adjust  quite  rapidly. 

tudy  by  the  General  Accounting  Office  published  in  1077  "  found 
that  nationally,  actual  airline  fares  exceeded  estimated  fares  that  could 
'he  attained  under  less  rigorous  regulation  by  an  annual  averge  of  22  to 
52  percent.  Under  less  regulation,  consumers  might  have  saved  on  the 
order  of  $1.4  billion  to  $1.8  billion  annually.  The  study  also  noted 
that  the  savings  could  be  even  greater  if  lower  fares  induced  greater 
air  travel.  The  reforms  of  airline  regulation  instituted  under  the 
leadership  of  former  CAB  Chairman  Alfred  Kahn  have  resulted  in 
the  presence  of  discount  fares  in  nearly  all  air-travel  markets,13  and  a 
substantial  increase  in  air  travel  despite  less  than  fully  favorable  over- 
all economic  conditions.  Thus,  it  appears  that  the  lower  fares  offered  to 
many  travelers  have  stimulated  air  travel,  and  may  ultimately  result 
in  even  greater  savings  than  those  estimated  by  GAO. 

Regulated  firms  may  not  immediately  possess  necessary  marketing 
and  pricing  expertise  and  thus  may  be  slow  to  pass  on  the  possible 
benefits  of  deregulation.  Regulation  may  have  taught  cooperative, 
rather  than  competitive,  habits.  New  entrants  will  be  particularly  vital 
competitive  forces  as  they  are  not  imbued  with  old  ways.  In  any  event, 
new  entry  can  be  expected  to  continue  until  price  covers  cost. 

However  deregulation  could  raise  prices  in  two  situations.  First, 
prices  may  be  held  below  the  competitive  market  levels,  such  as  in  the 
case  of  FERC  natural  gas  and  DOE  oil  price  regulation.  By  removing 
these  controls,  deregulation  would  raise  prices.  All  natural  gas  and 
oil  users  would  pay  higher  prices.  However  energy  resources  would 
be  produced  and  used  more  efficiently,  as  fuel  was  bid  from  low  to 
high  value  uses.46  Deregulation  would  also  result  in  substantial  wind- 
falls to  owners  of  gas  and  oil  properties  and  producers  of  gas  and  oil. 
The  higher  returns  would  accrue  not  only  to  those  unable  to  produce  at 
lower  prices,  but  also  to  producers  more  than  willing  to  supply  at  the 
previous  price  level.  The  Natural  Gas  Policy  Act  of  1978  attempts  to 
prevent  such  substantial  windfalls  by  mandatory  deregulation  only  of 
new  natural  gas. 


44  GAO.  Lower  Airline  Costs  Per  Passenger  Are  Possible  in  the  United  States  and  Could 
Result  in  Lower  Fares,  CED  77-34,  pages  ii-iii. 

*3  Congressional  Research  Service.  Economics  Division.  "Current  Financial  Si'atus  of  the 
Airline  Industry  and  the  Effect  of  discount  Fares."  May  11,  1978. 

46  Tris  is  not  to  say  that  many  would  not  pay  higher  prices  ;  rather  real  costs  would  fall 
as  resource  allocation  become  more  efficient. 
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So  too,  prices  could  rise  if  regulation  had  either  constrained  monop- 
oly or  had  prevented  its  emergence.  Prime  examples  of  monopoly  con- 
straints are  State  reflation  of  electric  utilities  and  FCC  regulation 
of  long  distance  telephone  rates.  Unlike  oil  and  gas.  the  price  in- 
creases in  this  area  would  neither  encourage  production  nor  increase 
general  efficiency.  Instead  that  action  would  provide  windfall  profit 
and  decrease  efficiency  as  consumers  shifted  to  higher  cost  alternatives, 
and  would  decrease  efficiency  as  consumers  shifted  to  higher  cost 
alternatives. 

Similarly,  prices  might  rise  if  deregulation  allowed  monopoly  to 
emerge.  This  could  occur  only  if  the  industry  were  a  natural  monopoly 
or  oligopoly,  and  regulation  had  kept  the  larger  firms  from  capturing 
more  of  the  market.  But  even  if  monopoly  did  result,  prices  need  not 
necessarily  rise.  Cost  savings  could  offset  the  monopoly  effect  on  prices. 
Also  monopoly  pricing  is  very  unlikely  in  industries  possibly  subject 
to  deregulation.  Some  air  travel  markets  could  be  dominated  by  one 
carrier,  but  easy  entry  by  carriers  on  other  routes  would  bar  large  price 
increases.  The  scale  economies  in  less  than  truckload  shipping  would 
not  dictate  monopoly  structure  or  high  barriers  to  entry.  For  most  com- 
modities rail  rates  are  constrained  by  the  cost  of  truck-load  motor  car- 
rier service.  The  mainstay  of  this  competitive  service  is  the  owner 
operator.  There  are  few  scale  economies  and  entry  is  very  easy. 

Other  than  regulation,  alternative  approaches  for  control  of  natu- 
ral monopoly  are  few.  One  option  is  antitrust  dissolution  of  the  firm, 
which  could  lead  to  higher  costs.  Franchise  conditions  and  public  own- 
ership to  be  discussed  below,  are  the  other  main  possibilities. 

1).  Effects  of  deregulation  on  price  structure  and  service  variety 

In  competitive  industries,  deregulation  would  produce  rate  struc- 
tures and  product  variety  based  on  cost.  There  would  be  increased  in- 
centives to  determine  and  adjust  prices  to  the  differential  costs  of  serv- 
ing various  customers  and  producing  various  types  of  service.  The 
prices  of  previously  unremunerative  services  would  rise:  if  at  higher 
prices  demand  were  not  sufficient  to  cover  costs,  the  products  or  serv- 
ices would  disappear  from  the  market.  At  the  same  time,  prices  which 
had  been  artifically  raised  to  finance  "cross-subsidies''  would  fall,  and 
additional  service  would  be  made  available. 

Product  and  service  variety  are  closely  related  to  pricing  flexibility. 
Since  the  costs  of  service  types  differ,  firms  would  have  increased  in- 
centives to  offer  services  tailored  to  customer  needs.  In  trucking,  rate 
differentials  might  be  based  on  promised  delivery  times,  with  generally 
higher  rates  for  faster  service.  Such  service  is  now  available,  but  firms' 
freedom  to  devise  new  forms  is  inhibited  by  expensive  and  time  con- 
suming regulatory  procedures. 

A  recent  study  performed  for  the  Senate  Committee  on  Commerce, 
Science,  and  Transportation  found  that  users  of  trucking  services 
desired  .')  wider  spectrum  of  price/service  options  than  was  presentlv 
available,  and  that  deregulation  of  the  industry  would  increase  this 
variety  in  a  desirable  manner.47  Freed  of  regulatory  restrictions,  firms 
would  be  able  to  adopt  peak  load  pricing  policies  allowing  smaller 
excess  capacity  during  oil'  peak  periods,  lower  resource  costs  and  lower 
average  rates. 


47  US  Sonntfv  Committee  on  Commerce,  Science,  and  Transportation.  The  Tmnact  on 
Small  Communitiea  of  Motor  Caniaor  Regulatory  Rerision,  (Committee  Print)  95th  Con- 
gress, 2d  Session,  papes  73-74,  127  (1D7S) 
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A  primary  problem  with  such  rate  differentials  is  that  they  will, 
perhaps  inevitably,  be  seen  as  discriminatory.  This  will  be  pari  Lcularly 
true  in  the  case  of  peak  load  pricing,  where  higher  charges  at  the 
peak  may  bear  no  relation  to  observable  extra  costs  appearing  on  firms5 
books,  but  rather  reflect  the  causal  responsibility  of  the  peak  custom- 
ers for  the  extra  capacity  needed  for  that  service.  If  peak  demand  were 
smaller,  less  capacity  would  be  needed.  Since  this  capacity  might  be 
required  only  at  the  peak,  the  cost  is  attributable  to  peak  period  cus- 
tomers. Cost  calculations  of  the  kind  typically  made  in  regulatory  pro- 
ceedings spread  capital  equipment  costs  among  many  users.  This  may 
be  a  reason  why  peak  load  pricing  has  been  so  little-used  by  American 
utilities.48  However,  under  pressure  from  consumer  and  other  groups, 
many  State  utility  commissions  have  begun  moving  toward  peak  load 
and  other  "responsive"  pricing  methods. 

Where  significant  individual  or  collective  monopoly  power  exists, 
deregulation  of  price  could  allow  discrimination  among  customers 
based  on  willingness  to  pay.  If  barriers  to  entry  are  not  high,  this  dis- 
crimination would  be  at  least  somewhat  offset  by  competition.  For  ex- 
ample, in  a  deregulated  environment,  airline  attempts  to  exact  in- 
creased prices  would  be  constrained  by  existing  competitors  and  entry 
of  new  firms. 

c.  Effects  of  deregulation  on  technical  change 

Price  and  entry  deregulation  can  have  positive  effects  on  the  pace 
of  technical  change  and  the  variety  of  products  and  services. 

Firms  with  discretion  to  base  prices  on  costs  have  greater  incentive  to 
discover  and  meet  demand  for  new  services.  Allowing  firms  to  reflect 
the  costs  of  new  technologies  in  rates  and  to  engage  in  promotional 
pricing  of  new  services  would  increase  variety  and  accelerate  the  pace 
of  change.  For  example,  incremental  cost  rates  for  Big  John  hopper 
car  service  would  have  speeded  its  introduction.  Premium  prices  for 
expedited  postal  service  has  allowed  costs  to  be  covered;  this  occurs 
now  with  express  mail  service.  Allowing  some  pricing  freedom  for 
common  carrier  truckers  would  permit  more  varied  service,  results 
more  in  accord  with  customer  preferences. 

Such  variety  would  also  result  from  relaxation  of  entry  restrictions. 
Firms  with  access  to  new  technologies  or  with  new  product  or  service 
ideas  would  be  more  readily  able  to  enter  the  market.  A  prime  example 
is  the  enormous  range  of  telephone  answering  and  related  equipment 
made  available  following  the  FCC  ruling  in  the  Carterfone  matter  al- 
lowing "foreign  [that  is,  non  A.T.  &  T.]  attachments"  to  Bell  System 
lines.49  This  decision  held  that  telephone  companies  could  not  arbitrar- 
ily prevent  customers  from  connecting  their  own  Carterfone  devices, 
meant  for  mobile  service,  to  the  telephone  network.  Subsequent  to  this 
decision,  the  FCC  has  extensively  examined  the  effects  of  such  connec- 
tions.50 An  independent  analysis  of  the  available  research  concluded 


43  See  W.  G.  Shepherd,  "Marginal  Cost  Pricing  in  American  Utilities",  Southern  Eco- 
nomic Journal.  33  (July,  1966),  pp.  58-70. 

*913  FCC  2d  420,  427,   (1908). 

50  For  a  detailed  appraisal  of  issues  see  Robert  F.  Stone,  Mark  A.  Schankerman.  and 
Chester  A.  Fenton,  Selective  Competition  in  the  Telephone  Industry,  T&E,  Inc.,  Cambridge, 
Mass.,  1976. 
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that  connection  of  competitive  equipment  was  feasible,  and  that  com- 
petition had  not  significantly  injured  industry  participants.51  But  the 
report  also  noted  that  equipment  to  be  connected  to  the  phone  network 
should  be  certified  to  protect  network  functioning  and  that  competi- 
tion should  be  supervised  to  prevent  predation  while  allowing  suit- 
ably aggressive  pricing  by  established  carriers.52  Entrants  into  the 
industry  have  provided  a  wide  range  of  service,  which  in  turn  may 
have  persuaded  A.T.  &  T.  to  increase  its  own  range  of  services. 

]  >eregulation,  and  the  competition  that  results,  also  helps  to  assure 
that  subsequent  innovations  are  in  society's  economic  interest.  As  noted 
above,  rate  of  return  regulation  can  bias  innovation  to  be  overly  cap- 
ital intensive.  Other  biases  are  possible.  There  is  evidence  that,  in  the 
past,  CAB  regulation  led  airlines  to  introduce  innovations  even  when 
the  costs  exceeded  the  benefits  from  a  social  point  of  view.  The  story  of 
the  DC-7  illustrates  this  point.53  This  propeller  plane,  introduced  in  the 
fifties,  could  make  nonstop,  coast-to-coast  flights  at  costs  somewhat 
above  those  of  the  alternative  DC-6B,  which  required  a  refueling  stop. 
Yet  it  was  then  known  that  propeller  planes  would  soon  be  rendered 
obsolete  by  jets.  Since,  as  previously  discussed,  CAB  regulated  airlines 
competed  then  on  service  quality  rather  than  price,  many  passengers 
would  naturally  select  nonstop  service.  Also  fares  were  set  to  yield 
much  higher  profit  margins  on  long  hauls  than  on  short  hauls.  Custo- 
mer preference  and  the  expected  financial  return  made  nonstop  trans- 
continental propeller  aircraft  attractive  to  carriers.  Thus,  the  DC-T 
was  developed  despite  its  high  costs  and  despite  the  certainty  that  it 
would  1  >ecome  obsolete  quickly.  Research  has  shown  that  the  total  bene- 
fits of  the  DC-T  were  less  than  its  costs  and,  that  without  the  high  CAB 
transcontinental  fares,  it  would  never  have  been  developed.54 

Had  airlines  been  allowed  to  offer  lower  fares  on  flights  using  the 
DCMJB,  there  would  have  been  less  competitive  advantage  to  adopt- 
ing the  more  expensive,  soon-to-be-obsolete  DC-7.  Similarly,  the  rate 
of  introduction  of  jets  may  have  been  more  rapid  than  justified  by 
carrier  costs  and  real  benefits  to  passengers.  This  is  because  carriers 
without  jets  might  have  suffered  crippling  losses,  which  could  have 
been  mitigated  by  discount  fares  on  propeller  aircraft. 

The  point  is  that  in  technical  progress,  as  in  pricing  and  investment, 
regulated  firms  will  respond  to  the  constraints  of  the  regulatory  proc- 
ess. In  the  case  of  airlines,  excessive  service  often  induced  by  regulation 
may  have  led  to  inefficient  and  overly  costly  innovation.  Less  regula- 
tion  might  slow  at  least  that  kind  of  innovation  and,  in  so  doing,  im- 
prove efficiency  and  reduce  waste. 

.'.  TJu  role  of  antitrust  enforcement  in  d deregulated  markets 

In  most  markets,  private  and  public  antitrust  enforcement  are  the 
pplements  to  competition  as  methods  for  controlling  monop- 
oly, predation,  and  refusals  to  deal  as  well  as  preventing  collusion  and 
discrimination.  Many  regulated  sectors  provide  services,  the  denial  of 
h  could  inflict  damages  which  ex  pos<  facto  remedies  can  not  easily 
offset  or  prevent.  For  example,  sudden  discontinuation  of  rail  service 

r-'  ma.,  pp.  46  t. 

Id. 

•:'  v-in.n  J.  Gellman,  The  Effeoi  of  Regulation  on  Aircraft  Choice.  (Ph.D.  dissertation, 
ptts  Institute  of  Technology,  1968),  cited  In  Theodore  E.  Keeler,  op  clt 

•  ii.i.l. 
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could  mean  immediate  injury,  not  subject  to  adequate  remedy  by  later 
action.  Thus,  continuity  and  reliability  of  service  arc  particularly 
important. 

In  addition,  customers  of  regulated  firms  may  be  accustomed  to  us- 
ing regulatory  proceedings  as  a  forum  to  air  grievances.  Full  deregu- 
lation and  abolition  of  the  agency  mechanism  for  handling  complaints 
and  grievances  would  appear  to  leave  a  vacuum  and  place  a  substant  Lai 
burden  on  antitrust  authorities.  However,  some  of  those  problem-  are 
likely  to  be  transitional,  not  enduring.  For  example,  trucking  firms 
accustomed  to  voicing  complaints  at  ICC  hearings  will  necessarily  come 
to  rely  more  heavily  on  direct  negotiations  with  carriers.  Firms  partic- 
ularly concerned  with  reliability  or  continuity  of  service  will  attempt 
to  secure  contracts  guaranteeing  the  desired  treatment. 

Indeed,  deregulation  could  lessen  the  need  for  antitrust  enforce- 
ment. For  example,  under  the  Reed  Bulwinkle  Act,  many  price  fixing 
activities  of  railroad  and  truck  rate  bureaus  are  exempted  from  anti- 
trust laws.  If  deregulation  consisted  only  of  removing  the  ICC\s  au- 
thority to  fix  maximum  rates,  rate  bureaus  might  attempt  to  exercise 
whatever  part  of  their  monopoly  power  was  previously  constrained 
by  regulation.  But,  removal  of  the  antitrust  exemption,  and  hence  the 
legalized  cartel  status  of  the  bureaus,  would  make  collusion  more  diffi- 
cult and  reduce,  not  increase,  the  real  antitrust  problem  in  trucking, 
where  markets  are  unconcentrated  and  entry  barriers  small. 

Proposals  for  increased  antitrust  enforcement  in  deregulated  sectors 
have  important  merit.  Whether  rightly  or  not,  the  public  views  monop- 
oly excesses  as  a  major  danger  of  movements  to  free  market  solutions. 
This  concern,  coupled  with  substantial  uncertainty  as  to  ultimate  mar- 
ket structure  in  many  freight  and  air  transport  markets,  could  justify 
devoting  more  antitrust  resources  to  deregulated  areas.  To  insure  in- 
creased antitrust  attention  Congress  could  require  monitoring  and  re- 
porting of  newly  deregulated  sectors  by  the  Federal  Trade  Commis- 
sion or  the  Antitrust  Division.  Both  agencies  have  long  experience  in 
identifying  and  evaluating  potentially  anticompetitive  situations,  and 
neither  is  likely  to  be  unduly  protective  of  such  industries.55 

3.  Partial  and  gradual  deregulation 

Most  recent  regulatory  reform  proposals  are  partial  in  scope :  The 
agency  mechanism  is  not  abolished,  and  pricing  and  entry  freedom 
are  not  complete.  This  was  true  of  the  initiatives  to  deregulate  airlines 
and  trucking  as  well  as  the  recently  adopted  Railway  Revitalization 
and  Regulating  Reform  (RRRR)  Act.  The  RRRR  Act  contains  a  vast 
array  of  financing  and  other  provisions  for  aiding  financially  dis- 
tressed lines  but  it  also  allows  a  measure  of  price  flexibility.  The  RRRR 
Act  allows  railroads  to  vary  prices,  provided  that  they  are  above 
variable  costs  and  there  is  no  determination  by  the  ICC  that  the  firm 
has  "market  dominance."  In  other  words,  if  the  ICC  determines  that 
a  railroad  is  dominant  over  a  particular  commodity,  full  rate  regula- 
tion would  be  maintained.  The  statute  attempts  directly  to  answer  one 
of  the  main  concerns  of  those  opposed  to  deregulation :  The  possible1 
abuse  of  monopoly  power.  The  ICC  therefore  assumes  the  role  of  anti- 
trust enforcer. 


55  For  discussion  of  the  role  of  antitrust  in  deregulated  markets  sr>e  Commission  of  Law 
and  the  Economy,  American  Bar  Association,  Federal  Regulation  ;  Roads  to  Reform, 
American  Bar  Association,  197S,  pages  57-59. 
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Thus,  partial  and  gradual  rather  than  complete  and  immediate  de- 
regulation appears  to  have  been  viewed  as  the  realistic  policy  option 
in  recent  legislation.  Why  is  this  the  case?  As  discussed  below,  most 
if  not  all  regulatory  changes  are  likely  to  inflict  losses  on  some  groups. 
Equity  seemingly  demands  a  gradual  and  partial  change  in  the  role  of 
competition,  even  if  maximum  economic  benefit  dictates  a  full  move- 
ment to  free  markets.  So  too,  gradual  deregulation  may  substantially 
reduce  the  value  of  potential  benefits;  at  a  10  percent  discount  rate, 
a  dollar  benefit  2  years  hence  is  worth  only  about  83  cents,  and  a  5- 
year  delay  reduces  the  benefit  to  62  cents.  On  the  other  hand,  to  the 
extent  that  full  competition  would  require  massive  and  time-consum- 
ing additions  to  total  capacity,  the  losses  from  a  more  cautious  ap- 
proach may  be  small.  In  airlines,  much  of  the  adjustment  should  not 
prove  to  be  major,  involving  as  it  does  only  reallocation  of  existing 
capacity  among  routes  and  changes  in  seating  configurations.56  And  in 
trucking,  capacity  can  be  expanded  relatively  quickly.  Therefore,  in 
those  industries  gradual  deregulation  may  have  substantial  economic 
costs  relative  to  speedier  action. 

The  merits  of  gradual  deregulation  may  go  beyond  matters  of 
equity  and  relate  directly  to  economic  performance.  In  regulated 
sectors,  both  consumers  and  producers  are  naturally  familiar 
only  with  business  in  a  regulated  environment.  Firms'  marketing, 
pricing,  and  investment  strategies  are  keyed  to  existing  regulations. 
For  example,  in  trucking  many  small  shippers  assume  the  existence 
and  availability  at  predictable  rates  of  common  carrier  trucking.57  In 
a  deregulated  environment,  common  carrier  type  service  would  be 
available  only  if  enough  customers  were  willing  to  pay  its  costs ;  con- 
sumers desiring  stable  rates  and  requiring  assured  service  would  con- 
tract for  them  in  advance,  perhaps  on  a  long-term  basis.  The  result 
could  be  common  carrier  type  service  without  at  the  present  regulatory 
obligations  or  controls.  Such  practices  may  not  develop  for  some  time, 
and  in  the  interim  some  dislocations  may  occur.  Gradual  adjustment  to 
the  new  environment  would  be  more  deliberate  and  less  painful.  Also 
adjustment  costs  would  generally  be  less  if  deregulation  followed  a 
preannounced  timetable,  so  that  firms  and  consumers  could  plan  their 
actions  and  reactions.  Moreover,  a  gradual  approach  to  deregulation 
allows  step-by-step  appraisal  of  impacts.  However,  gradual  deregula- 
tion of  gas  could  encourage  producers  to  restrict  output  in  anticipa- 
tion of  higher  prices. 

Although  the  variety  of  forms  of  partial  deregulation  is  virtually 
unlimited,  some  key  elements  should  be  noted:  relaxation  of  both 
minimum  and  maximum  price  regulations.  Eased  entry  restrictions 
are  discussed  in  relation  to  both  pricing  alternatives.  It  is  important 
to  note  that  relaxation  of  constraints  on  entry  and  pricing  are  closely 
related.  Both  monopoly  pricing  and  predation  in  search  of  monopoly 
;i  re  most  likely  where  new  entry  is  barred. 


■  There  is  some  uncertainty  about  the  overall  effect  of  deregulation  on  airline  capacity. 
Deregulation  would  reduce  scheduling  competition,  thus  reducing  the  number  of  flights. 
But  decreased  prices  should  increase  demand,  and  pressure  to  cut  costs  may  increase  the 

number  of  scats  offered  per  piano. 

7  This  is  not  to  s;iy  that  current  regulation  is  responsible  for  the  small-shipper  or  small 
Community  service  which  now  exists. 
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a.  Relaxing  minimum  price  constraints 

Relaxing  minimum  price  constraints  could  range  from  total  deregu- 
lation to  specifying  "zones  of  reasonableness"  for  decreases.  Many  pro- 
posals include  a  direct-cost-of -service  floor.  Presumably,  a  major  rea- 
son for  retaining  minimum  price  regulation  is  to  prevent  predatory 
pricing. 

As  discussed  above,  predation  is  generally  unlikely  in  unregulated 
industries.  For  predation  to  be  profitable,  the  predator  must  be  able 
to  outlast  the  victim  or  victims  in  a  price  war  and  thereafter  be  able  to 
sufficiently  raise  prices  to  compensate  for  initial  losses.  Such  increases 
could  be  accomplished  only  if  there  are  high  barriers  to  entry.  With 
easy  entry,  predation  generally  cannot  pay.  In  fact,  documented  cases 
of  predation  in  unregulated  markets  are  rare.  Thus,  predation  would 
be  unlikely  in  an  unregulated  airline  or  trucking  market,  because  the 
winner  of  a  price  war  on  any  given  route  would  face  eager  entrants 
from  other  routes  if  prices  were  thereafter  appreciably  increased. 

Predatory  pricing  may  be  more  of  a  problem  in  regulated  industries. 
Firms  subject  to  fair-rate-of-retum  regulation  may  offer  some  services 
at  below  cost  to  increase  their  rate  bases  and  justify  price  increases  in 
their  monopoly  markets.58  If  price  regulation  is  relaxed  but  entry  re- 
strictions maintained,  incumbent  firms  face  relatively  little  threat  of 
entry  and  may  find  predation  profitable.  This  suggests  that  minimum 
price  constraints  might  best  be  retained  unless  entry  restrictions  are 
eased.  With  easier  entry,  the  risk  of  predatory  pricing  is  reduced. 

Allowing  price  cuts  could  also  discourage  inefficient  service  competi- 
tion. Without  freedom  to  reduce  rates,  firms  will  compete  by  improv- 
ing service  quality  beyond  what  consumers  would  demand  if  prices 
were  set  competitively  to  just  cover  costs.  If  several  firms  occupy  a 
market  and  price  is  initially  fixed  above  cost,  firms  are  more  willing  to 
engage  in  costly  nonprice  competition  up  to  the  point  where  all  poten- 
tial excess  profits  have  been  competed  away.  Consumers  clearly  do 
place  some  value  on  the  resources  used  in  this  competition.  Otherwise, 
the  expenditures  would  not  increase  sales.  However,  because  of  the 
inability  to  compete  by  lowering  prices,  the  level  of  service  or  nonprice 
competition  may  be  too  high  for  efficiency.59  In  addition,  those  who 
place  a  higher  value  on  lower  prices  rather  than  service  are,  in  effect, 
subsidizing  consumers  who  want  greater  service.  Previously,  the  airline 
industry  has  been  a  prime  example  of  this :  service  quality  competition 
includes  inflight  movies,  free  meals,  and  most  importantly,  overly  fre- 
quent flights  and  consequently  low  load  factors  and  costly  excess  capac- 
ity. A  major  consequence  of  airline  pricing  flexibility  would  probably 
be  an  increase  in  load  factors,  allowing  a  reduction  in  the  average  level 
of  fares.  Recent  reforms  appear  to  have  had  their  effect.  The  principal 
point  is  that,  with  some  price  flexibility,  firms  could  adjust  both  rate 
and  service  quality  to  best  conform  to  consumer  demand. 

It  should  be  noted  that  minimum  price  regulation  is  often  justified 
as  being  required  to  prevent  predatory  price  competition.  But  preda- 
tory service  competition  is  generally  not  observed,  though  it  theo- 
retically could  serve  similar  purposes.  The  absence  of  such  behavior 


5S  See  Harvey  Averch  and  Leland  Johnson,  "The  Behavior  of  the  Firm  Subject  to  Regula- 
tory Restraint"  American  Economic  Review.  52   (December,  1962),  pp.  1053-1067. 
59  See  Douglas  and  Miller,  op.  cit.  and  Theodore  Keeler,  op.  cit. 
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may  he  taken  as  a  further  indication  that  predation  is  not  generally 
seen  as  a  useful  business  practice  in  this  area. 

b.  Relaxing  maximum  price  constraints 

The  primary  policy  concerns  addressed  by  maximum  price  con- 
straints are  preventing  the  exercise  of  monopoly  power  or  the  collec- 
tion of  high  returns.  Maximum  price  deregulation  has  been  proposed 
for  trucking,  airlines,  natural  gas  and  petroleum,  and  much  of  rail 
freight.  The  market  conditions  constraining  undue  price  escalation  dif- 
fer among  these  sectors.  Natural  gas  production  and  crude  petroleum 
are  generally  not  seen  as  concentrated  enough  to  sustain  monopoly  pric- 
ing.60 Without  the  support  of  the  Keed-Bulwinkle  Act,  trucking  rate 
bureaus  would  be  unable  to  control  such  a  fragmented  industry;  and 
most  rail  freight  shipments  are  subject  to  trucking  competition,  and 
some  face  water  carriers.  In  airlines,  possible  monopoly  power  in  some 
less  heavily  traveled  markets  could  be  constrained  by  entry  of  air  taxi 
and  commuter  air  lines. 

Relaxing  maximum  price  constraints  would  be  more  risky  if  entry 
restrictions  were  not  eased  at  the  same  time.  Without  easy  entry 
monopoly  pricing  would  be  more  likely.  However,  complete  or  sudden 
removal  of  entry  restrictions  may  be  harmful,  especially  if  prices  are 
for  a  time  held  well  above  the  competitive  level ;  the  result  could  be 
excess  capacity  even  greater  than  that  provided  by  incumbent  firms.  It 
thus  appears  that,  if  partial  or  complete  deregulation  is  considered 
desirable,  price  and  entry  controls  should  be  relaxed  simultaneously. 

Partial  deregulation  (for  example,  of  prices  or  entry,  but  net  both) 
may  have  the  unfortunate  consequence  of  perpetuating  some  existing 
government  controls.  Itegulatoiw  oversight  would  still  be  required,  and 
restrictions  on  entry  might  be  used  as  a  lever  to  control  pricing.  Yet 
gradual  movement  to  full-scale  deregulation  softens  the  blow,  and 
allows  industry  an  adjustment  period. 

C.  Tighter  or  More  Complete  Economic  Regulation 

This  section  examines  some  recent  proposals  for  extension  of  pres- 
ent regulation  to  close  gaps  or  correct  observed  problems. 

The  report  has  already  noted  the  diversion  of  supplies  of  natural 
gas  to  the  unregulated  intrastate  market  and  the  consequent  uneco- 
nomic  ase  <  i  a  highly  scarce  resource  and  exacerbation  of  shortages. 
These  elTeots  could  be  reduced,  if  not  eliminated,  by  extending  Fed- 
eral regulation  to  the  intrastate  market.  This  course  was  proposed  in 
11*7."),  in  the  proposed  "Natural  Gas  Production  and  Conservatio7i 
Act"  which  would  have  required  price  parity  for  new  gas  in  interstate 
and  intra*  tate  markets,  wilh  prices  to  be  set  by  Federal  regulators,  and 
been  in  part  enacted  in  the  recently  passed  Natural  Gas  Policy  Act 
of  L978. 

In  April  11)77,  President  Carter  proposed,  as  part  of  his  energy  pro- 
gram, (hat  new  hit  rastate  gas  he  regulated  at  the  same  price  s 
in  i  he  interstati  .  '  This  proposal  would: 
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.  .  .  subject  all  new  gas.  Bold  anywhere  in  the  United  States  to 
a  price  limitation  of  the  Btu  equivalent  of  the  average  refiner 
acquisition  cost  (before  tax),  of  all  domestic  crude  oil.  .  .  .  The 
interstate-intrastate  distinction  would  disappear  for  new  gas.°- 
The  proposal  would  move  the  price  of  new  gas  up  toward  tlie  price 
of  oil,  as  well  as  forcing  new  gas  price  parity  between  the  interstate 
and  intrastate  markets.^'  The  result  would  be  that  as  new  gas  is  dis- 
covered it  would  be  shared  more  equally  between  interstate  as  intra- 
state commerce.  Intrastate  users  who  had  made  investments  on  the 
assumption  that  gas  supplies  would  continue  to  expand  as  in  the  past 
might  face  shortages.  Shortages  would  thus  be  shared  between  inter- 
state and  intrastate  markets,  and  in  the  long  run  would  be  less  severe 
and  damaging.  If  the  price  is  held  below  the  market  clearing  level, 
overall  shortages  would  still  exist.  The  Natural  Gas  Policy  Act  of 
1978  ( NGPA)  will  have  these  eii'ects,  to  some  degree.04 

Natural  gas  regulation  could  also  be  strengthened  by  announcing 
a  hard  line  on  future  price  increases  and  so  lessening  any  producer 
tendency  to  hold  bacK  in  anticipation  of  higher  prices.  Such  a 
tightening  could  have  two  dimensions :  Fixing  the  price  of  old  gas  and 
constraining  the  price  of  new  gas.  All  such  regulations  would  presum- 
ably contain  inflation  escalators  to  maintain  incentives  in  real  terms. 
The  Carter  energy  program  would  move  in  this  direction  by  freezing 
the  real  price — to  producers — of  old  gas,  and  by  charting  a  rather 
definite  future  path  of  prices  for  new  gas,  and  this,  too  is  provided  for 
by  the  NGPA. 

Proposals  have  also  been  made  to  strengthen  FPC — now  FERC — 
regulation  of  electricity  supply  and  pricing.  For  example  the  pro- 
posed Electric  Utility  Coordination  Act — S.  3311.  94th  Congress,  2d 
session — would  have  authorized  the  FPC  to  order,  on  reasonable  terms 
and  conditions,  a  wide  range  of  coordination  and  interconnection  be- 
tween eiectric  utilities.  A  similar  proposal  was  advanced  last  year  by 
President  Carter.  Importantly,  this  would  include  wheeling, 
whereby  power  could  be  sold  by  utility  A  to  utility  B  through  trans- 
mittal over  lines  owned  by  a  third  utility.05  This  could  improve  the 
competitive  position  of  many  local  utilities  too  small  economically  to 
generate  their  own  power,  and  lessen  the  monopoly  power  of  some 
large  utilities  who  could  face  competition  from  power  wheeled  in 
from  outside  their  service  areas.  At  present  some  utilities  have  been 
unwilling  to  provide  such  wheeling  service,  and  the  old  Federal  Power 
Commission  had  ruled  that  it  lacked  authority  to  order  wheeling.06 
These  problems  have  been  remedied  as,  according  to  provisions  of  the 
National  Energy  Act,  FERC  now  has  the  power  to  order  both 
physical  interconnection  and  wheeling  between  electricity  transmission 
systems.67 

At  present  States  regulate  retail  electricity  rates,  and  as  a  result 
pricing  practices  vary  widely.  Promotional  and  declining  block  rates, 
which  encourage  electricity  and  fuel  consumption  by  allowing  dis- 
ss Ibid. 

63  Ibid. 

64  Ronald  Braeutegam,  op.  tit. 
^Detailed  Fact  Sbeet,  op.  cit.,  page  10. 

66  U.S.  Senate  Committee  on  Commerce,  Report  on  S.  3311,  Electric  Utility  Coordination 
Act.  1070,  pp.  1,  7. 

67  DOE,  Oiiiee  of  Public  Information,  Tbe  National  Energy  Act,  November  197S. 
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counts,  are  common.  Peak-load  pricing,  which  could  substantially 
lower  needed  capital  investments  and  was  little  used  until  recently. 
Today  many  utilities  use  peak-load  pricing  for  industrial  and  large 
commercial  customers.68 

President  Carter's  energy  proposals  program  would  have  alleviated 
these  problems  by  requiring  the  institution  of  peak-load  pricing,  and 
phasing  out  and  elimination  of  promotional  and  other  rates  not  reflect- 
ing costs.69  The  utility  provision  of  the  National  Energy  Act  as 
adopted,  require  state  utility  commissions  to  consider  a  variety  of  stand- 
ards for  rate  design,  including  peak-load  and  time-of-day  pricing,  cost- 
base  rates,  and  other  procedures  designed  to  conserve  energy.  States 
are  not  required  to  institute  any  of  these  reforms. 

Rate  of  return  regulation  of  monopolies  can  cause  excessive  use  of 
capital.  At  the  Federal  level,  the  prime  candidates  are  telephone  long- 
lines  and  fuel  pipelines.  In  theory  it  would  be  possible  for  regulators 
to  oversee  technological  and  capital  investment  decisions  to  offset  these 
tendencies.  But  to  do  so,  regulators  would  have  to  second-guess  highly 
technical  decisions  of  company  management.  This,  says  former  CAB 
chairman  and  public  utility  expert  Alfred  Kahn,  "Commissioners 
could  do  only  if  they  were  prepared  completely  to  duplicate  the  role  of 
management  itself,  and  it  is  difficult  to  see  how  any  company  could 
function  under  two  separate  but  unequal  managements."  70  Kahn's 
point  is  well  taken,  though  perhaps  a  bit  exaggerated.  Review  of  major 
investment  decisions  could,  in  some  cases,  perform  a  useful  constrain- 
ing function.  Several  examples  from  telecommunications  indicate  that 
such  an  extension  of  regulation  might  occasionally  be  desirable.71 

In  the  early  1960's,  a  choice  was  made  between  two  methods  of  satel- 
lite communication.  The  Bell  System,  after  conducting  considerable 
research  and  development,  had  with  others  advocated  the  capital- 
intensive  random  orbital  system.  This  system  would  have  required 
investment  in  about  50  satellites.  The  synchronous-orbit  method  in- 
volving fewer  satellites  and  simple  ground  stations,  was  much  less 
capital  intensive.  Developed  by  Hughes  Aircraft,  this  method  rapidly 
prevailed  after  1962.72  Possibly,  the  Bell  System  preference  for  the 
more  capital-intensive  method  was  prompted  in  part  by  regulation- 
created  incentives  to  expand  its  rate  base.73  An  alternative  explanation 
is  that  Hughes  Aircraft  may  have  developed  the  synchronous-orbit 
system  more  rapidly  than  had  been  expected.74 

The  Bell  System  has  also  resisted  proposals  that  leased  satellite 
circuits  bo  used  for  international  communications,  and  has  instead 
urge  new  transatlantic  cables  as  an  alternative  to  satellites.75  These 
Bell  policies  increased  the  rate  base  and  potential  profits.  Again,  there 
are  alternative  interpretations  of  such  episodes:  as  several  observers 

•"Ibid.,  p.   'A. 

"•'  Detailed  Pact  Shoot,  op  oit.,  p.  10. 

"Alfred  E.  Kahn.  "The  Economics  of  Regulation  :  Principles  and  Institution,"  Vol.  1, 
(New  York:  Wiley,  1970).  p.  30. 

"These  examples  are  t;iken  from  William  G.  Shepherd,  "The  Competitive  Margin  in 
Telecommunications."  in  William  M.  Capron,  ed.,  Technological  Change  in  Regulated  Indus- 
trios  (Washington.  I)r  :  The  Brookings  Institution,  litTl).  As  noted  below  participants  in 
the  Brookings  conference  al  which  the  Shepherd  paper  was  discussed  offered  alternative 
explanations.  And  Shepherd  himself  qualified  his  Interpretations 

■•'  Ibid.,   p.    107. 

wihid. 

•«  William   M.   Capron  and   Roger  A.   Noll,  "Summary  and  Conclusions,"  in  William  M. 
Capron,  ed     Technological  Change  in  Regulated  industries,  op.  cit.,  p.  209. 
■■■•  Shepherd,  op.  cit.,  p.  107. 
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have  questioned,  "Can  A.T.  &  T.  be  faulted  if  the  Defense  Department, 
the  State  Department,  and  the  FCC  all  pushed  for  another  expensive 
transatlantic  cable  because  they  believe  the  cable  and  the  preservation 
of  the  cable-producing  industry  to  be  required  for  national  defense  and 
foreign  policy  purposes?  And  considering  comparative  risks  and  costs 
of  failure,  are  cables  really  more  expensive?"76  It  would  be  mosl 
difficult  to  determine  whether  such  incidents  represent  regulation 
induced  bias. 

D.  Competitive  Bidding  for  Franchises 

Conceptually,  regulation  may  be  viewed  as  a  contract  imposed  on 
firms,  with  resulting  effects  on  the  customers,  competitors,  and  em- 
ployees of  that  firm.  Such  contractual  obligations  could  be  imposed  as 
conditions  for  granting  a  monopoly  or  other  franchise,  such  as  to  an 
electric  utility,  to  a  petroleum  pipeline,  or  to  a  cable  television  system. 
If  detailed  and  continuous  monitoring  of  contract  compliance  were  not 
required,  the  franchise  terms  might  substitute  for  some  aspects  of 
regulation.  Yet,  absent  regulation,  how  are  franchise  awards  to  be 
determined  ? 

One  possible  solution  is  competitive  bidding.  However,  realistically 
the  monitoring  required  to  insure  "contract"  or  franchise  com- 
pliance would  require  structures  very  similar  to  that  of  present  regu- 
lation. Thus,  contrary  to  the  arguments  of  its  original  proponents, 
competitive  bidding  for  franchises  may  be  a  relatively  unattractive 
means  to  control  natural  monopolies.77  That  need  not  be  true  in  all 
areas.  In  some  cases,  such  as  the  distribution  of  subsidies  to  local  serv- 
ice airlines,  franchise  bidding  may  be  a  viable  alternative.  Two  prin- 
cipal cases  are  here  examined:  (1)  franchise  bidding  as  a  means  for 
control  of  monopoly,  and  (2)  bidding  as  a  means  for  helping  to  pro- 
vide subsidized  service.  One  limitation  should  be  noted  at  the  outset. 
If  the  franchise  imposes  costly  conditions,  the  franchised  firm  must 
be  protected  from  competition  from  firms  not  so  encumbered. 

As  discussed  previously,  regulatory  concerns  in  natural  monopoly 
situations  include  elevated  prices  and  unduly  discriminatory  policies. 
In  the  United  States,  rate  of  return  or  other  price-oriented  regulation 
has  been  the  standard  policy  treatment.  The  logic  is  that  under  free 
competition  one  firm  would  dominate  the  market,  with  monopoly 
pricing  the  inevitable  outcome.  Without  competition,  the  dominant 
firm  would  of  course  charge  a  monopoly  price  and  would,  if  profitable, 
discriminate. 

However,  lack  of  competition  in  supplying  a  market  does  not  imply 
lack  of  potential  competition  for  the  right  to  supply.  The  Government 
might  put  franchises  out  at  competitive  auction.  Franchise  terms 
could  specify  service  quality  and  obligations  as  well  as  price.  Within 
those  terms,  the  franchise  would  be  granted  to  the  firm  making  the 
most  attractive — that  is,  lowest — price  offer.  Absent  collusion,  any 
potential  bidder  has  an  incentive  to  lower  his  offered  price  toward  his 
average  cost  of  production — that  is,  potential  suppliers  will  find  it 
profitable  to  offer  lower  bids  until  their  expected  revenues  just  cover 
total  costs,  including  the  necessary  return  on  investment. 

76  Capron  and  Noll,  op.  cit,  p.  209. 

77  The  original  argument  is  presented  in  Harold  Demsetz,  "Why  Regulate  Utilities?" 
Journal  of  Law  and  Economics,  11  (April,  1968),  pp.  55-66. 
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1.  Limitations  of  competitive  lidding  and  "Regulation"  by  franchise 
terms 

Can  franchise  bidding  achieve  the  goals  of  regulation  with  greater 
flexibility  and  lower  administrative  costs  \  Perhaps,  but  not  obviously. 
First,  in  the  natural  monopoly  situation  in  which  franchise  bidding 
appears  most  appropriate,  the  regulatory  problem  has  several  main 
dimensions:  first,  to  prevent  the  exaction  of  excess  profits — i.e.,  to 
reduce  prices  to  the  level  of  average  cost.  Second,  to  induce  output 
expansion  toward  the  efficient  rate — i.e.,  where  price  to  the  incre- 
mental customer  equals  the  incremental  cost  of  production.  Third, 
regulation  must  prevent  undue  discrimination.  Finally,  regulators 
must  provide  incentives  and  maintain  the  efficiency  of  the  regulated 
firm. 

Franchise  bidding  can  moderate,  if  not  completely  alleviate  the 
excess  profit  problem.  For  success,  there  must  be  enough  efficient  po- 
tential suppliers  to  make  collusion  difficult.  With  very  few  potential 
suppliers,  bidding  might  not  be  competitive,  and  thus  monopoly  power 
would  not  be  effectively  constrained.  It  is  equally  important  that  there 
be  a  substantial  number  of  efficient  potential  suppliers.  If  one  potential 
supplier  is  significantly  more  efficient  than  the  other  he  would,  of 
course,  be  able  to  make  the  best  offer  and  would  get  the  franchise. 
If  bidders  have  reasonably  good  estimates  of  competitors'  costs,  the 
efficient  bidder  could  peg  its  offer  at  just  below  the  costs  of  the  next 
most  efficient  supplier.  Excess  profits  and  inefficiency  would  remain, 
so  there  would  be  a  continuing  role  for  some  regulation  to  counter 
these  problems. 

Bidding  processes  and  franchise  terms  can  be  structured  to  en- 
courage efficiency.  At  the  outset,  firms  facing  competition  have  an 
obvious  incentive  to  keep  costs  down  so  as  to  offer  low  bids.  If  the 
franchise  fixes  prices  for  a  period  of  time,  cost  decreases  can  accrue 
to  the  firm  as  increased  profits,  and  the  reverse  is  also  true.  If  the 
franchise  is  subject  to  periodic  renewal,  an  incumbent  must  main- 
tain efficiency  to  insure  a  continued  hold  on  the  market.  The  main 
problem  here  is  that  an  incumbent  will  tend  to  have  a  number  of 
advantages,  such  as  the  knowledge  of  how  to  adjust  efficiently  to 
the  peculiarities  of  market  conditions.  The  franchise-holder  will  also 
have  experience  in  dealing  with  regulatory  authorities  and,  if  per- 
formance has  been  satisfactory,  an  advantage  over  other  potential 
competitors. 

The  precise  duration  of  the  franchise  term  is  of  critical  importance. 
The  award  must  be  long  enough  to  allow  planning  and  to  provide 
sufficient  incentive  to  invest.  If  the  award  is  for  an  indefinite  period, 
or  if  the  renewal  process  does  not  or  cannot  truly  open  the  market 
to  competitors,  pressures  for  efficiency  are  reduced.  Long  franchise 
periods  mean  that  the  contract  must  specify  adjustments  to  contingen- 
cies such  as  cost  increases,  shifts  in  demand  patterns,  and  technical 
change.  Contracts  cannot  usually  lake  all  such  contingencies  into 
account. 

minimum,  the  franchise  award  must  specify  means  for  determin- 
ing the  adequacy  of  performance  and  resolving' disputes — for  verify- 
ing cosl  changes,  the  reasonableness  of  charges,  and  so  on.  That  nec- 
essarily creates  i\w  need  for  regulatory  bodies;  thus  in  the  real  world 
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of  uncertainty  and  economic  change,  competitive  bidding  for  fran- 
chises cannot  be  a  full  substitute  for  administrative  regulation.  In- 
stead the  actual  monitoring  of  franchise  performance  would  evolve 
toward  some  form  of  regulation.78  This  is  particularly  true  in  fields 
subject  to  rapid  technological  and  economic  change,  and  with  long- 
lived,  immobile  capital.  Using  the  bidding  method  to  choose  providers 
of  subsidized  air  or  truck  service  appears  more  promising  than  for 
choice  of  a  local  electric  utility.  In  the  former  case,  the  capital  involved 
is  less  durable  and  more  mobile  and  the  incumbent's  advantages  sub- 
stantially less. 

In  natural  monopoly  situations,  specifying  a  single  price  cannot  lead 
to  full  efficiency ;  since  incremental  cost  will  be  below  average  cost,  no 
single  price  can  both  cover  total  costs  and  induce  an  efficient  rate  of 
production.  Therefore,  for  efficiency  the  bidding  process  must  pro- 
duce a  price  structure  which  allows  the  firm  to  collect  adequate 
revenues  while  still  sufficiently  expending  production.  It  is  not  clear 
how  a  franchise  authority  should  choose  among  alternative  price 
structures,  although  a  basis  of  lowest  total  revenue  for  delineated  levels 
of  service  is  one  possibility.  Even  so,  rate  differentials  could  result  in 
the  same  sort  of  disputes  over  discrimination  and  price-cost  relations  as 
occur  under  the  present  system. 

Since  the  incumbent  will  enjoy  substantial  advantages  in  franchise 
renewal,  other  firms  will  have  an  incentive  to  bid  low  so  as  to  gain  a 
foothold,  perhaps  incurring  initial  losses  in  exchange  for  future  ad- 
vantages. For  example,  in  bidding  for  a  CATV  franchise  for  Oak- 
land, Calif.,  the  1owt  and  winning  bid — by  an  inexperienced  firm — 
was  less  than  one-third  of  the  bid  submitted  by  TelePrompter,  a  large 
and  experienced  cable  operator.79  Subsequent  problems  in  meeting 
franchise  terms  indicate  some  validity  to  this  "foot-in-the  door"  theory. 
This  suggests  that  the  awarding  authority  must  have  the  power  to 
appraise  the  credibility  of  bids  as  well  as  to  monitor  subsequent  per- 
formance— all  of  which  further  suggests  the  need  for  regulator v  struc- 
tures similar  to  those  existing  today. 

These  considerations  demonstrate  that  franchise  bidding  is  neither 
a  panacea  nor  a  realistic  substitute  for  the  full  range  of  regulatory 
authority.  That  approach,  however,  does  have  advantages.  In  a  natural 
monopoly  situation,  periodic  bidding  for  franchise  rights  places  an  in- 
cumbent under  increased  competitive  pressure  to  perform  well  and 
keep  down  costs.  Due  to  the  complexity  of  products  and  technology  in 
many  regulated  sectors  such  as  telephones,  the  bidding  process  should 
generally  not  be  a  simple  auction  with  price  the  sole  criterion.  Yet 
soliciting  and  comparing  the  offers  of  alternative  suppliers  can  pro- 
vide regulators  with  yardsticks  for  appraising  incumbents.  Of  course, 
a  viable  bidding  process  assumes  that  franchises  must,  on  occasion  and 
for  due  cause,  be  awarded  to  challengers. 

#.  Areas  where  franchise  bidding  might  be  useful 

One  possible  area  for  the  use  of  franchise  bidding  is  in  broadcasting. 
Broadcast  frequencies  open  to  competitive  bidding  would  go  to  the 

78  See  Oliver  E.  Williamson,  "Franchise  Bidding  for  Natural  Monopolies — in  General 
and  with  Respect  to  CATV",  Bell  Journal  of  Economics  and  Management  Science,  Spring, 
1076   vol.  No.  1,  pp.  73-104. 

» Ibid.,  p.  94. 
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highest  bidder,  whose  bid  would  be  affected  by  consideration  of  what 
programming  would  obtain  the  largest  audience  and  hence  the  greatest 
advertising  revenues.  In  consequence  spectrum  space  would  be  allo- 
cated more  in  accordance  with  majority  consumer  preference.  The  fran- 
chise could  be  issued  subject  to  certain  conditions,  such  as  the  fairness 
doctrine,  the  prohibition  of  pornography,  and  so  forth. 

Franchise  bidding  is  most  promising  where  rate  structures  are  sim- 
ple, and  investment  is  small  and  short  term.  Subsidized  local  airline 
and  other  nonremunerative  services  are  possible  areas  for  competitive 
bidding.  Bids  could  be  invited  for  the  franchise,  with  the  firm  requir- 
ing the  lowest  subsidy  receiving  the  franchise.  That  scheme  may  be 
an  effective  way  to  minimize  the  total  cost  of  such  service.  Preventing 
collusion  in  bidding  is,  of  course,  most  important  and  would  presum- 
ably be  a  joint  responsibility  of  certain  regulatory  agencies  and  the 
Justice  Department.  As  with  all  movements  toward  free  market  solu- 
tions, increased  antitrust  vigilance  would  be  desirable. 

Franchise  bidding  is  less  promising  in  the  areas  of  electric  power 
and  telephone  service.  In  those  sectors,  rate  structures  are  so  complex 
that  it  would  be  difficult  to  establish  a  process  by  which  franchises 
were  awarded.  Further,  franchise  terms  would  have  to  be  very  long, 
because  capital  is  long  lived ;  yet  cost  and  demand  prospects  could  not 
be  predicted  for  20  to  30  years.  Thus  those  areas  are  unlikely  prospects. 
On  the  more  positive  side,  as  electricity  rate  structures  are  simplified, 
control  via  franchise  terms  may  become  more  feasible. 

E.  Nationalization  and  Public  Ownership 

Federally  owned  and  operated  public  enterprises  are  relatively  un- 
important in  the  U.S.  economy.  In  many  Western  nations,  most  of 
energy  (gas  and  electric),  transportation  (especially  rail  and  air), 
and  communications  (broadcasting  and  telephone),  are  under  central 
government  ownership  and  operation.  In  the  United  States  these  ac- 
tivities are,  for  the  most  part,  privately  owned  and  publicly  regu- 
lated. One  authority  estimates  that  in  1974  about  six  percent  of  the  na- 
tional income  in  finance,  manufacturing,  utilities,  transport,  trade, 
mining,  construction,  and  agriculture  came  from  public  enterprises.80 
Other  governmental  activities — such  as  schools  and  defense — accounted 
for  about  16  percent  of  national  income.  In  1970,  excluding  public  ad- 
ministration and  defense,  approximately  12  percent  of  employment 
was  in  facilities  owned  50  percent  or  more  by  a  Government  agency. 81 
This  employment  is  concentrated  in  utilities* and  services — health  and 
others — where  State  and  local  public  enterprise  is  common.82  Table  4-1 
contains  data  on  the  importance  of  public  enterprise  in  the  United 
States  compared  with  that  of  several  other  countries,  based  on  percent 
of  tho,  labor  force. 


M  Clair  Wib-ox  and  William  A.  Shonherd,  "Public  Policies  Toward  Business,"  5th  ed. 
i:    <>   irwln  :  Homewood,  ill..  1075,  p.  12. 

■  Frederic  L.  Pryor.  "Public  Ownership:  Pome  Qunntltntive  Dimensions."  in  W.  G 
Shepherd,  ed.,  "Public  Enterprise,"  Lexington,  Mass.  :  D.C.  Heath  and  Co.,  1076).  p.  21. 

82  Ibid. 
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TABLE  4-1.  PUBLIC  OWNERSHIP  SHARES  IN  MAJOR  SECTORS  BY  PERCENT  OF  LABOR  FORCE,  UNLESS 

OTHERWISE  NOTED 

[In  percent] 

Total,  Transportation 

material  and 

Total  sectors'  Utilities  2    communication 

United  States,  1960 

Japan,  I960- 

Sweden,  1960 

United  Kingdom,  1962 

Austria,  1966* 

1  Includes  utilities;  transportation  and  communication;  ccnstructicn;  manufacturing  and  mining;  and  a&(  culture 
forestry,  and  fishing. 

2  Gas,  electricity,  water,  and  sanitation. 

J  Data  for  transportation  and  communication  and  utilities  are  combined. 
«  Based  on  GNP  data. 

Source:  Frederic  Pryor,  op.  cit.,  p.  11. 

International  comparisons  are  fraught  with  difficulties.  Table  4-1 
indicates  that,  while  public  enterprise  has  a  substantial  role  in  the 
United  States,  it  is  relatively  unimportant  in  transportation,  com- 
munications and  utilities.  (Japan,  however,  had  an  even  lower  overall 
public  enterprise  share,  and  was  lower  in  utilities.)  All  the  same,  pub- 
lic enterprises  are  not  uncommon  in  this  country,  and  are  operated  at 
all  levels  of  government.  Many  local  governments  own  transit  lines., 
water  and  sewage  systems,  electricity  generation  and/or  distribution, 
ports,  and  airline  terminals.  A  number  of  States  operate  such  enter- 
prises as  ports,  liquor  stores,  and  electrical  facilities.  Major  Federal 
enterprises  include  the  electrical  and  other  activities  of  the  Army 
Corps  of  Engineers,  Bureau  of  Reclamation,  and  Tennessee  Valley 
Authority;  the  Postal  Service;  the  St.  Lawrence  Seaway  and  Panama 
Canal ;  and  DOE  nuclear  enrichment  plants. 

1.  Reasons  for  public  ownership 

This  widely  divergent  pattern  of  public  enterprise  throughout  the 
world  is  subject  to  no  simple  or  unified  explanation.  The  justifications 
reflect  political,  cultural  and  ideological  differences,  patterns  of  eco- 
nomic development,  and  historical  accident.  Y\r.  G.  Shepherd,  a  leading 
authority,  notes  the  following  potential  gains  from  public  enterprise  : 

1.  Improved  efficiency,  and  ability  to  innovate  and  take  major 
risks. 

2.  Softening  of  the  social  impacts  of  enterprise  decisions,  and 
improvement  in  regional  and  urban  balance. 

3.  Improved  social  relations  within  the  enterprise. 

4.  Improvements    in    equity,    by    reducing   prices    for   needy 
citizens.83 

It  is  not  clear  to  what  extent  public  enterprise  has  achieved  these 
objectives.  Another  authority,  Frederic  Pryor,  noted  the  following 
principle  influences  which  might  lead  to  public  enterprise : 84 

53  William  G.  Shepherd,  ed.  Public  Enterprise,  op.  cit.,  p.  xii. 
84  Frederic  Pryor,  op.  cit.,  p.  9. 
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1.  Economies  of  scale  leading  to  "natural  monopoly." 

2.  Externalities,  either  positive    (for  example,  multipurpose 
river  projects),  or  negative  (for  example,  nuclear  enrichment). 

3.  Public  purchases  where  the  government  is  a  major  or  sole 
buyer. 

4.  Large  "unearned"  income — for  example,  mineral  deposits. 

5.  Power  and  sovereignty,  for  example,  weapons  and  in  smaller 
export  dependent  countries  mineral  production. 

Comparing  the  observed  shares  of  public  enterprise  in  various  sec- 
tors across  countries,  Pryor  found  some  consistency  with  these  expla- 
nations :  For  example,  in  most  countries,  utilities  which  may  be  natural 
monopolies,  have  a  high  share  of  public  ownership.  Similarly,  min- 
ing— with  its  potentially  high  share  of  "unearned"  income — shows  a 
substantial  degree  of  nationalization  in  many  countries.85  But  con- 
siderable unexplained  variation  exists,  indicating  that  the  rationales 
for  public  enterprise  are  more  complex  and  mixed  than  the  above 
taxonomies  indicate. 

Federal  ownership  could  be  an  alternative  to  regulation  in  a  num- 
ber of  areas.  These  could  include  oil  and  natural  gas  pipelines,  elec- 
tricity generation  and  transmission,  airlines,  railroads,  and  broadcast- 
ing and  telecommunications.  Such  areas  are  Government  owned  in  most 
Western  countries.  Certainly  there  is  foreign  precedent  for  public 
ownership  of  at  least  some  capacity  in  mining  (often  subject  to 
Federal  leasing  and  land-use  regulation,  and  posing  substantial  en- 
viromental  problems)  and  in  many  other  areas.  Public  ownership  is 
without  doubt  an  alternative  to  present  regulation  in  transportation, 
telecommunications,  and  energy.  But  what  are  the  possible  merits 
and  demerits  of  adopting  that  method  of  public  control  ? 

2.  The  performance  of  public  enterprises :  Principles  and  examples 

Public  enterprise  might  be  justified  by  benefits,  costs,  or  conse- 
quences external  to  private  profit  and  loss  calculations.  These  exter- 
nalities may  be  economic,  social,  or  political,  and  of  course  can  in- 
clude monopoly  pricing.  Economic  performance  will  depend  on  the 
operating  rules  as  well  as  public  enterprise  behavior  pursuant  to  that 
framework.  Rules  must  encompass  pricing,  investment,  service  quan- 
tity and  quality,  treatment  of  workers,  and  other  matters.  Particu- 
larly important  are  the  strictures  governing  access  to  public  funds, 
such  as  rules  on  subsidies,  investments,  and  the  bearing  of  risk. 

The  advantages  of  public  ownership  are  viewed  as  twofold:  First, 
such  enterprises  might  give  less  weight  in  their  decisions  to  ordinary 
commercial  considerations  of  profit  and  loss;  it  is  thus  hoped  that  do- 
sired  social  ends  can  more  readily  be  achieved.  A  second  related  ad- 
vantage is  that  public  enterprises  may  have  readier  access  to  public 
funds  if  subsidies  are  doomed  desirable.  However,  an  adverse  side 
effect  of  these  advantages  may  be  inefficient  performance. 

Economists  have  often  made  equivocal  judgments  on  the  likely 
performance  of  public  enterprises.  In  his  fundamental  treatise  on  wel- 
fare economics,  A.  C.  Pigou  advanced  the  following  contentions:  (a) 
the  efficiency  of  private  and  public  corporations  will  be  similar  be- 
cause they  face  similar  demand  and  cost  situations;  (b)  Government 

"Ibid.,  pp.  «»   10. 
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enterprises  will  be  inefficient  because  of  preferential  access  to  public 
subsidies  and  le^al  restrictions  on  competition;  and  (c)  public  enter- 
prise Avill  encourage  efficiency  because  the  Government,  through  the  use 
of  eminent  domain,  can  better  forecast  land  use.86 

Plausible  arguments  can  be  made  in  favor  of  all  these  contentions. 
The  picture  of  public  enterprise  is  in  fact  highly  varied.  Just  as 
public  enterprises  play  less  of  a  role  in  the  United  States  than  in  many 
other  industrialized  countries,  so  have  they  been  less  studied.  It  is 
therefore  difficult  to  present  a  balanced  or  complete  picture  of  the 
achievements  and  problems  of  public  enterprise  in  this  country.  Many 
of  the  examples  come  from  other  nations  where  public  enterprise  is 
not  only  more  common  but  more  widely  studied. 

Recent  students  of  public  enterprise  have  focused  on  the  difference 
which  public  ownership  is  likely  to  make  for  behavior.  A  major 
difference  results  from  the  fact  that,  to  a  much  greater  extent  than 
private  enterprise,  public  enterprise  operates  in  political  as  well  as 
economic  markets.87  That  is,  the  corporate  vitality  of  public  enter- 
prizes  in  large  part  depends,  not  only  on  the  consuming  public,  but  also 
on  the  legislative  or  other  authorities  which  oversee  the  firm's  per- 
formance and  budget.  The  importance  of  maintaining  good  relations 
with  the  oversight  authorities  may  cause  deviation  from  the  course 
that  would  best  serve  the  consumers  or,  indeed,  taxpayers  who  eventu- 
ally bear  the  costs  of  inefficiency.  Such  behavioral  differences  are 
important  in  evaluating  the  performance  of  public  enterprises,  as  il- 
lustrated by  Federal  operation  of  Veterans'  Administration  hospitals. 

a.  The  performance  of  Veterans^  Administration  hospitals 

As  of  fiscal  1072,  the  Veterans'  Administration  operated  over  160 
general  hospitals,  and  a  wide  range  of  facilities  to  serve  veterans  not 
requiring  hospitalization.88  Costs  are  paid  by  the  Federal  Government. 
It  is  often  argued  that,  lacking  market  discipline,  and  having  access 
to  subsidy,  public  enterprises  will  be  inefficient  and  very  costly.  A 
comparison  of  Veterans'  Administration  hospitals  with  proprietary 
hospitals  disclosed,  however,  that  the  costs  of  the  VA  hospitals  were 
substantially  less ;  that  is,  in  1973  the  per  diem  costs  in  VA  hospitals 
were  ^estimated  as  $49.09,  while  costs  in  proprietary  hospitals  were 

Does  this  indicate  greater  efficiency  of  the  VA  hospitals?  Possibly, 
for  they  are  staffed  by  salaried  physicians  who  may  have  little  or  no 
incentive  to  over-utilize  expensive  facilities  and  procedures.  But  other 
explanations  are  also  consistent  with  the  observed  lower  costs.90  Many 
patients  who  may  go  to  VA  hospitals  have  little  incentive  to  seek  other 
other  facilities,  because  the  VA  hospital  is  free.  Thus  there  is  little 

88  A.  C.  Pigou,  The  Economics  of  Welfare.  1920,  pp.  343-356  ;  cited  in  and  paraphrased 
from  Sam  Peltzman,  "Pricing  in  Public  and  Private  Enterprises  :  Electric  Utilities  in  the 
United  States  ;  "Journal  of  Law  and  Economics,"  XIV  (April  1971)    p.  109 

67  See  Sam  Peltzman.  Ibid.  Also  see  Cotton  M.  Lindsay.  Veterans'  Administration  Hos- 
pitals :  "An  Economic  Analysis  of  Government  Enterprise."  Washington,  American  Enter- 
prise Institute,  1975  and  "A  Theory  of  Government  Enterprise."  Journal  of  Political 
Economy,  Vo  .  84,  (October  1976,  pp.  1061-1078).  Basic  underlying  sources  on  political 
'conomics  include  Antnony  Do'vns.  "An  Economic  Theory  of  Democracy."  New  York  ■  Har- 
>er  and  Row,  1957,  and  Mancur  Olson,  "The  Logic  of  Collective  Action,"  Cambridge  :  Har- 
vard University  Press,  1965. 

88  This  discussion  draws  on  Cotton  M.  Lindsay,  Veterans  Administration  Hospitals 
>p.  cit.,  and  Cotton  M.  Lindsay,  "A  Theory  of  Government  Enterprise,"  op.  cit 

60  Ibid.,  p.  1070. 

e°Ibid.,  pp.  1069-1071. 
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demand  pressure  to  keep  up  quality.91  While  it  is  very  difficult  for  Con- 
gress to  monitor  the  quality  of  VA  patient  care,  it  is  relatively  easy  to 
monitor  overall  costs  and  staffing  levels.  According  to  Lindsay,  man- 
agers of  VA  hospitals  are  able  to  provide  care  at  lower  cost,  because 
neither  patients  nor  Congress  can  easily  monitor  subtle  aspects  of 
health  care  such  as  crowding,  and  other  amenities.  The  difficulty  of 
monitoring  such  dimensions  of  quality  mean  that  management  mayi 
underproduce  them  relative  to  what  consumers  would  be  willing  to: 
support.  Also,  beyond  assuring  a  threshold  level  of  adequate  care,  Con-i 
gress  might  not  choose  to  appropriate  funds  for  additional  staff,  and 
other  matters,  knowing  that  managers  have  little  direct  incentive  to  use! 
these  resources  to  improve  patient  care.  Some  of  the  data  are  consistent 
with  these  theories.  Staff/patient  ratios  are  typically  much  lower  in 
V  A  than  in  proprietary  hospitals,  and  the  proportion  of  VA  physicians 
who  are  foreign  trained  and  arguably  less  desired  by  patients,  is  much 
higher  than  average.92 

Further,  for  given  procedures  the  typical  length  of  stay  in  a  VA 
hospital  greatly  exceeds  that  in  voluntary — nonproprietary — hospi- 
tals. One  explanation  may  be  that  if  patient  days  are  an  attribute  of 
output  which  Congress  can  readily  monitor,  VA  managers  may  have 
incentives  to  increase  output  by  keeping  on  those  patients  requiring 
little  actual  care.  One  such  class  of  patients  are  those  simply  awaiting 
release  or  nearly  recovered.93  All  of  these  considerations  indicate  that 
incentives  in  government  enterprises  may  differ  from  those  in  private 
enterprises.  In  the  VA  hospital  this  difference  may  have  led  to  lower 
apparent  cost,  while  the  true  cost,  considering  quality,  may  be  either 
lower  or  higher. 

b.  The  relative  performance  of  private  and  public  airlines  in  Australia 
It  is  difficult  to  make  valid  comparisons  between  public  and  private 
enterprises.94  The  two  types  typically  operate  in  different  circum- 
stances. International  comparisons  also  lose  meaning  because  of  dif- 
ferent technologies  and  varied  institutional  constraints.  However,  in- 
terstate airlines  in  Australia  allow  a  particularly  apt  comparison.95 
Two  airlines  provide  service  among  Australian  states.  These  are 
Trans  Australian  Airlines  (TAA),  a  government  firm,  and  Ansett 
Australian  Airlines  (AAA),  a  private  company.96  Because  both  car- 
riers  are  subject  to  the  same  controls  by  a  single  regulatory  agency,97 
1  he  firms  are  consequently  similar  in  most  important  respects.  To  assure 
parity  between  the  airlines  the  government  has : 

;"  As  discussed   below  those  incentives  generally  may   be  weak  in   the  hospital   market, 
[bid. 

not   to  Bay  that  lower  "quality"  of  hospital  care  is  necessarily  always  bad.  As 
discussed   below,  there  is  considerable  evidence  Indicating  that  the  rapid  pace  of  hospital 
Inflation  may  bo  clue  to  hospitals  competing  by  escalating  the  "quality"  of  care  in  an 
environment  where  most  costs  are  covered  by  insurance. 

w  In    principle,   Statistical   studies  could   be  designed   so  as  to  correct  for.  or  "hold  con- 
stant" other  factors,  ami  to  estimate  the  differences  attributable  to  the  form  of  ownership, 
r  !    pen   rally  difficult  to  obtain  needed  data,  e.g.,  information  on  input  costs;  private  firms 
ruling  functions  similar  to  public  linns  are  often  regulated,  and  it  may  be  difficult  to 
■  :<•  the  effects  of  regulation  from  those  of  ownership, 
ill  discussion  is  based  on  David  G.  Davies,  "The  Efficiency  of  Public  Versus  Private 
Firms,   the  Case  <>f  Australia's  Two  Airlines,"  Journal  of  Law  and  Economics,  vol.  XIV, 
No.   1.  April  1971,  pp.  1  19    1  65. 

st  mi  v    (ibid.)    based   on  data   through   1000.   Those   two  linos  still  provide 
rirtually    all    interstate   service,    Communication   with   the  Embassy  of  Australia. 
"  [bid.,  p.  155. 
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1.  Set  practically  the  same  routes  for  the  two  carriers; 

2.  Allocated  equal  plane  and  fleet  capacity  for  both  passengers 
and  freight  on  the  interstate  routes ; 

3.  Required  the  two  firms  to  acquire  the  same  type  of  aircraft, 
and  to  introduce  aircraft  into  service  at  the  same  time ; 

4.  Prohibited  a  third  party  competitor  from  entering  the  indus- 
try so  that  the  two  firms  together  will  not  lose  traffic,  and,  there- 
fore, neither  would  lose  more  traffic  than  the  other ; 

5.  Created  rules  to  help  assure  that  each  firm  can  enjoy  com- 
parable cost  structures ; 

6.  Controlled  time  schedules,  specific  ports  of  call  and  frequen- 
cies of  visits  to  the  various  stopping  places ;  and 

7.  Created  equal  prices  to  be  paid  each  firm  for  passenger  serv- 
ice as  well  as  equal  rates  for  freight  services.98 

These  conditions  insure  essentially  identical  demands  and  technol- 
ogies for  both  carriers.  Policies  also  equalize  dividend  and  insurance 
payments,"  and  employees  of  the  two  firms  are  paid  virtually  the  same 
wages.1  The  two  firms  therefore  appear  to  have  the  same  potential  ef- 
ficiency. Yet  the  data  indicates  that  this  potential  is  not  realized.  Over 
the  period  1958-69  the  private  firm — AAA — averaged  10.73  tons  of 
freight  and  mail  per  employee  compared  with  the  public  firm's — 
TAA — 4.86.2  Passengers  per  employee  averaged  more  than  20  percent 
higher  for  the  private  firm,  and  were  higher  in  each  year  studied. 
Finally,  revenue  per  employee  averaged  13  percent  higher  in  the  pri- 
vate firm.  These  results  indicate  that  the  private  firm  is  substantially 
more  productive  than  the  Government  firm. 

That  outcome  may  be  due  to  details  of  product  quality  or  service 
which  made  the  private  firm  more  attractive  to  customers.  Or  the 
private  firm  may  have  been  more  efficiently  organized.  Whatever  the 
explanation,  it  appears  that  even  in  this  restricted  environment  the 
efficiency  pressures  from  private  ownership  were  effective  and  that 
public  ownership  was  not  conducive  to  the  best  use  of  resources.3  It 
is  important  to  note  that  this  example  does  not  clarify  the  merits 
of  competition  between  public  and  private  enterprises,  for  neither 
firm  is  free  to  compete  in  any  meaningful  sense.  Consistent  with  the 
discussion  of  V.A.  hospitals  above,  it  may  be  that  the  private  firm  is 
superior  in  passenger  service  or  other  attributes  of  output  not  visible 
to  the  monitors  of  Government  firms.  Clearly,  the  managers  of  the 
Government  firm  have  no  direct  incentive  either  to  increase  passengers 
or  reduce  costs. 

3.  Public  enterprise  in  natural  monopoly  sectors 

Unregulated  private  monopoly  may  restrict  output,  exact  excess 
profits,  and  charge  discriminatory  prices.  Shielded  from  competitive 
pressures,  monopolists  may  also  become  inefficient.  In  true  natural 
monopoly  situations,  complex  rate  structures  may  be  needed  to  insure 
that  total  costs  are  covered  and  that  all  those  willing  to  pay 
incremental  costs  obtain  service. 


08  Ibid.  p.  161. 
"Ibid.,  p.  159. 

1  Ibid.,  p.  165. 

2  Ibid.,  p.  164. 

3  It  is  a  fact  that  the  Australian  airline  industry  has  been  a  political  issue  for  over  25 
years,  and  the  system  partially  appeases  strong  politically  active  minorities  of  the  left 
and  right,  desirous  of  public  and  private  enterprise,  respectively.  Ibid.,  p.  165. 
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Regulation  can,  as  we  have  seen,  induce  rate  base  expansion  and 
prevent  efficient  pricing.  In  principle  publicly  owned  enterprises  can 
operate  under  rules  requiring  efficient  pricing,  and  be  free  from  incen- 
tives to  expand  the  rate  base*  It  is  perhaps  noteworthy  that  the  publicly 
owned  French  electrical  system  with  its  "Tariff  Vert"  was  the  leader  in 
the  adoption  of  peak-load  pricing.  American  investor-owned  electric 
utilities,  operating  under  regulation  basing  rates  on  average  produc- 
tion costs,  have  been  slow  to  adopt  such  pricing  strategies.  The  result 
may  have  been  excessive  generating  capacity  and  higher  rates. 

The  problem  is  to  devise  appropriate  rules  and  insure  that  the  man- 
agers and  employees  of  the  public  enterprise  follow  them.  As  noted 
above,  this  may  be  difficult.  The  success  and  survival  of  the  firm  is  net 
governed  by  market  forces,  and  managers  lack  clear  incentives  to  be 
efficient.  The  incentive  to  be  responsive  to  consumer  demand  is  not  so 
sharp  as  with  private  enterprise.  On  the  other  hand,  public  enter- 
prises may  be  more  responsive  to  larger  or  noneconomic  public  con- 
cerns. The  question  is  whether  there  are  situations  where  public 
enterprise  is  a  better  policy  alternative  than  other  available  instru- 
ments including  subsidies,  taxation,  and  other  incentives  and  induce- 
ments applied  to  private  enterprise. 

It  is  true  that  public  enterprise  has  no  direct  economic  incentive 
to  expand  capital  inefficiently,  as  may  be  the  case  for  regulated  private- 
firms.  On  the  other  hand,  the  cost  of  capital  to  the  enterprise  is  likely 
to  be  set  at  low  Government  rates,  with  an  implicit  subsidy  in  the 
form  of  Federal  loan  guarantees  which  encourages  the  overuse  of 
capital.  Low  rates  will  then  be  feasible,  and  the  enterprise  may  expand 
further  than  would  be  justified  by  social  efficiency.  And  granting 
of  an  exclusive  monopoly  franchise  to  a  nationalized  firm  re- 
moves competitive  pressures  and  could  increase  costs.  Incentives 
could  be  partially  restored  by  mixed  private-public  enterprises  in 
which  some  capital  must  be  raised  by  resort  to  the  market.  A  require- 
ment that  the  enterprise  return  at  least  some  rate  of  return  to  the 
treasury  could  also  provide  incentives  for  efficiency.  It  is  not  clear, 
however,  how  that  requirement  would  be  enforced. 

Movements  toward  efficiency  may  conflict  with  some  of  the  social 
goals  of  public  enterprise.  For  example,  a  major  objective  of  the  TYA 
was  to  promote  regional  development;  one  of  the  declared  goals  of  the 
Postal  Service  is  to  provide  unified,  widely  available  national  com- 
munications as  well  as  to  promote — via  cross-subsidization  if  neces- 
sary— the  development  of  media  such  as  magazines  and  newspapers. 
Yet  greater  efficiency  might  require  pricing  at  incremental  cost  for  all 
service,  perhaps  without  regard  to  these  declared  social  objectives. 

It  will  be  difficult  to  assure  efficient  operation  of  all  public  enter- 
prises. Costs  are  raised  by  bureaucratic  incentives  to  increase  staff 
size  and  enterprise  scale.  Civil-service-type  restraints  on  salaries, 
promotions,  and  firing  can  adversely  impact  the  quality  of  per- 
sonnel performance.  To  some  extent,  those  factors  will  be  drawbacks 
to  efficiency.  But  the  relevant  question  is  how  well  these  enterprises 
perform  relative  to  regulated  private  firms  in  similar  circumstances. 
The  field  is  so  varied  that  generalizations  are  perhaps  dangerous.  One 
authority  has  concluded  that  in  utility  sectors  profit  and  rate  structures 
of  public  firms  resemble  those  of  private  firms.4  Shepherd  also  con- 

*  rinlr  Wilcox  nn<1  Willinm  O.  Shepherd,  Public  Policies  Toward  Business,  5th  e<L  (Home- 
wood,  Illinois  :    Richard  D.  Irwin,  Inc.  1075),  p.  552. 
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eluded  that  there  may  be  some  benefits  of  public  enterprise,  relative 
to  private  firms,  in  terms  of  better  employee  relations  and  improved 
service  quality.  But  Shepherd  also  noted  that  these  gains  often  come 
at  substantial  cost  in  terms  of  subsidy  and  effort  of  policy-level 
Government  officials.5 

a.  Public  enterprise  in  electric  power 

At  the  Federal  level,  there  are  a  number  of  publicly  owned  elec- 
tricity systems  including  the  TVA  and  Columbia  Basin  System.  Over- 
all, publicly  owned  systems  at  all  governmental  levels  account  for 
about  21  percent  of  total  electricity  supply.6 

Since  much  of  the  Federal  portion  is  based  on  hydroelectric  power, 
the  supply  of  which  is  relatively  fixed,  the  share  may  decline  over 
time.  How  has  public  enterprise  performed  in  the  electric  utility 
sector  in  the  United  States?  The  record  is  not  complete,  and  com- 
parisons are  complicated,  among  other  things,  by  tax  advantages  and 
differing  regulatory  treatments.  The  TVA  provides  an  interesting 
case  study.7 

TVA  costs  of  operation  are  met  from  its  own  revenues, 
though  the  Office  of  Management  and  Budget  approves  administra- 
tive expenses  and  construction  plans,  the  Treasury  Department  ap- 
proves borrowing  terms  and  GAO  audits  the  Authority's  books.  Yet 
the  TVA  is  regulated  by  neither  State  nor  Federal  commissioners. 
Established  as  a  multipurpose  agency  with  basic  responsibilities  for 
flood  control  and  maintaining  water  flows  needed  to  maintain  navi- 
gation, the  TVA's  enabling  legislation  required  its  power  activities 
to  be  self-supporting.  Within  this  framework,  the  Authority  has  his- 
torically followed  a  policy  of  low  rates  to  promote  the  use  of  elec- 
tricity. Overall,  present-day  subsidies  appear  small;  the  Authority 
pays  a  share  of  revenue  to  local  authorities  in  lieu  of  taxes.  But  it  is 
exempt  from  Federal  income  taxes,  which  confers  a  substantial  advan- 
tage. The  Authority  pays  low  Government  rates  on  capital  borrowed 
from  the  Treasury  and  its  bonds  are  federally  guaranteed.  Massive 
direct  subsidies  have  not  been  required,  and  since  1953  Congress  has 
appropriated  no  new  funds  to  finance  power  facilities.  TVA  obtains 
substantial  capital  in  the  private  market,  and  thus  is  subject  to  more 
stringent  discipline  than  if  all  its  capital  came  from  public  funds. 
With  its  relatively  low  rates,  it  appears  to  be  clear  that  TVA  is  not 
substantially  inefficient  relative  to  private  firms  in  similar  position.  The 
system  is  widely  known  to  be  a  technological  leader.8  But  the  issue  is 
somewhat  clouded  by  the  problem  of  the  cost  allocation  of  dams, 
administration,  and  other  facilities  and  activities  (such  as  power, 
flood  control,  and  navigation)  to  which  they  contribute.  It  is  con- 
ceivable that  too  small  of  a  share  of  these  costs  is  charged  to  the  self- 
supporting  power  activities  and,  hence,  too  much  to  the  taxpayer. 
Wilcox  and  Shepherd  conclude  that  these  effects  are  either  minor  or 
nonexistent,9  and  that  TVA  "*  *  *  is  now  much  like  any  other  large 
power  system."  10  Most  of  its  power  comes  from  steam-electric  plants 
which  are  largely  independent  of  its  flood  control  activities. 

5  Ibid.,  pp.  551-552. 
8  Ibid.,  p.  552. 

7  This  discussion  is  based  on  Wilcox  and  Shepherd,  op.  cit.,  pp.  556-561. 

8  Ibid. 

8  Ibid,  p.  560. 
« Ibid,  p.  561. 
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Studies  of  public  electric  power  systems  in  Britain  and  France  gen- 
erally indicate  relatively  efficient  and  frequently  innovative  perform- 
ance, especially  in  peak  load  and  other  forms  of  marginal  cost  pric- 
ing.11 Central  management  and  system  planning,  may  have  encouraged 
flexibility,  or  Government  support  may  have  freed  management  to 
take  risks  which  private  firms  would  have  avoided.  In  addition, 
highly  competent  and  innovative  economists  were  influential  in  both 
the  British  and  French  electrical  systems.  Finally,  proposals  for  plan- 
ning and  pricing  in  both  systems  could  be  developed  and  pursued 
centrally,  without  having  to  conform  to  the  requirements  of  State  reg- 
ulatory authorities.  On  the  other  hand,  such  centralization  might  well 
have  resulted  in  rigidity  and  stagnation,  though  it  has  not  in  France. 

Some  evidence  on  the  behavior  of  local  publicly  owned  electric  util- 
ities in  the  United  States  is  contrary  to  the  general  picture  of  effi- 
ciency and  responsiveness  of  the  French  and  British  systems.12 

Public  enterprises  depend  on  political  support  to  a  greater  degree 
than  do  private  enterprises  in  similar  situations,  with  consequent  im- 
pact of  the  firm's  behavior.  Since  all  consumers  have  one  vote,  it  might 
be  expected  that  public  enterprises  would  not  want  to  risk  alienating 
a  particular  group,  even  one  which  had  become  relatively  expensive 
to  serve.  Therefore,  rates  charged  by  public  enterprises  might  be  ex- 
pected to  be  more  uniform  and  less  fully  reflect  cost  differences  than 
those  of  private  enterprises.  In  a  comparison  of  private  and  public 
utilties,  Peltzman  found  evidence  consistent  with  this  theory :  public 
firm  rates  were  more  uniform  than  private,13  and  the  public  enter- 
prise tended  to  give  less  weight  in  pricing  to  the  identifiable  costs  of 
serving  particular  groups.14  The  rate  schedules  of  the  private  utilities 
studied  also  tended  to  contain  more  classes  than  those  of  public 
firms.15  Of  course,  this  lesser  price  variance  is  also  consistent  with 
"competitive"  reflection  of  costs  in  prices  and  with  monopolistic  price 
discrimination  by  private  firms.  However,  in  a  natural  monopoly  situa- 
tion, price  discrimination  may  induce  firms  to  expand  output  toward 
competitive  levels.  If  publicly  owned  utilities  engage  (or  are  allowed 
to  engage)  in  less  discrimination  than  is  permitted  regulated  private 
utilities,  output  by  the  public  firms  may  be  lower.  Peltzman  found 
some  evidence  consistent  with  this  view.16  This  does  not  mean  that 
the  performance  of  publicly  owned  natural  monopolies  will  be  worse 
than  that  of  regulated  private  firms.  Rather,  the  effects  can  be  mixed, 
with  private  firms  sometimes  being  more  efficient,  public  firms  some- 
times taking  more  initiative,  and  perhaps  appearing  less  "discrimi- 
natory'' in  their  actions. 

b.  Public  enterprise  in  rail  transportation 

Railroads  provide  another  example  of  public  enterprise  to  deal  with 
natural  monopoly  problems.  It  is  noteworthy  that  railroads  may  have 
Come  under  public  control,  not  only  because  of  their  once  substantial 
market  power,  but  because  of  their  importance  for  national  devel- 
opment. The  British,  French,  and  German  railways  are  fully  na- 

"  ibid,  pp,  r,<;.-?  564. 

13  This  discussion  is  based  on  Poltzmnn,  on.  olt. 

w  Ibid.,  pp.  128   I2«.t. 

]<  Ibid.,  ]».  133. 

w  Ibid.,  p.   186 

10  [bid.,  p.  188. 
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tionalized.  In  Canada  the  Canadian  National  Railroad  competes  with 
private  Canadian  Pacific.  Mast  railroads,  whether  public  or  private, 
nave  been  pressed  hard  by  increasing  competition  from  other  trans- 
port modes.  Most  railroad  systems  abroad  run  deficits.17  Many  of 
the  foreign  systems  have  been  relatively  innovative,  and  have  quickly 
introduced  new  equipment.  Generalizing  from  a  range  of  studies, 
Wilcox  and  Shepherd  note  that: 

If  anything,  there  has  been  a  fixation  on  new  traction,  con- 
tainerization,  and  similar  engineering  improvements  (which  some 
U.S.  railroads,  under  regulation,  have  tended  to  slight)  .1S 
This  innovativeness  may  have  been  due  to  the  security  of  guaran- 
teed backing  from  the  national  government.  Such  achievements  can 
be  costly  and  it  is  not  obvious  that  even  the  best  foreign  public  rail- 
roads are  efficient.    The  French  railroads  (SNCF)  carry  substantial 
passenger  traffic  on  fast,  modern  trains.19  Freight  service  is  generally 
fast  with  tariffs  designed  to  stimulate  traffic.  Bait  government  sub- 
sidies have  been  substantial — in  the  late  19G0's,  over  a  billion  dollars 
per  year.  This  degree  of  subsidy  does  not  necessarily  indicate  ineffi- 
ciency but,  rather  may  reflect  some  of  the  imposed  burdens  of  providing 
uneconomic  services. 

c.  The  continuing  need  for  regulatory  intervention  in  public  enter- 
prise decisions 
Ultimately  any  public  enterprise  is  overseen  by  some  Government 
authority.  The  enterprise  may  be  given  considerable  autonomy,  as  is 
the  TVA;  or  it  may  be  directly  regulated  by  a  specially  established 
commission,  as  is  the  Postal  Service.  Unless  the  public  is  willing  to 
trust  those  operating  the  enterprise,  and  rely  on  residual  competitive 
pressures,  public  ownership  is  likely  to  involve  the  same  types  of  issues 
and  problems  encountered  in  more  conventional  regulation:  Should 
service  be  extended  to  this  or  that  locality  ?  If  so,  at  what  price  ?  Are 
rate  structures  unduly  discriminatory  ?  It  then  appears  that  nationali- 
zation or  public  enterprise  does  not  necessarily  remove  all  need  for 
regulation.  As  noted  throughout  this  report,  regulation  is  very  often 
more  concerned  with  aspects  of  politically  defined  equity  and  fair- 
ness than  with  efficiency.  Public  enterprises,  which  are  concerned 
with  political  and  governmental  supports,  may  heed  the  political  and 
social  "market"  without  much  direct  regulatory  urging.20  In  fact,  pub- 
lic ownership  may  add  a  dimension  to  regulatory  supervision.  Since 
the  Treasury  supports  the  firm  and  the  public  bears  the  risk  of  mis- 
takes, careful  monitoring  of  major  investment  decisions  is  clearly 
required. 

4-  Competition  by  publicly  owned  enterprises 

More  than  80  years  ago  in  1874,  the  Windom  Committee  of  the 
Senate — which  was  considering  alternative  means  of  dealing  with 
railroad  monopoly  and  discrimination — proposed  entry  of  Govern- 

17  Wilcox  and  Shepherd,  op.  clt.,  p.  564. 
38  Ibid..,  p.  565. 

19  This  discussion  draws  on  James  R.  Nelson,  'Tublic  Enterprise:  Pricing  and  Invest- 
ment Criteria."  in  William  G.  Shepherd,  ed.  "Public  Enterprise,"  (Lexington,  Mass.  ;  D.C. 
Heath  and  Company,  1976),  p.  73. 

20  The  work  of  Peltzman,  cited  above,  levels  support  to  this  view. 
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ment-operated  firms.21  The  notion  was  that  such  firms  would  restrain 
private  monopoly.  Today,  public  enterprises,  such  as  TVA,  can  provide 
a  "yardstick"  against  which  the  performance  of  regulated  investor- 
owned  companies  may  be  judged.  In  electricity  distribution,  cus- 
tomer relations  and  other  practices  of  co-ops  and  municipals  can  pro- 
vide standards  for  evaluating  investor  owned  firms.  Such  yardsticks 
are  particularly  important  in  regulated  natural  monopolies  where 
competitive  pressures  are  weak.  But  overall  cost  comparisons  are  diffi- 
cult to  make.  Government  enterprises  do  not  pay  corporate  income 
taxes.  Capital  is  sometimes  provided  at  very  low  interest  rates.  Tax- 
payers bear  all  of  the  risk  and  firms  need  not  resort  to  equity  markets. 

Government  enterprise  could  provide  competition  in  monopolized 
sectors,  or  further  other  social  goals.  Yet  there  are  possible  drawbacks. 
Because  public  enterprises  can  operate  at  a  loss,  they  may  be  inefficient. 
The  presence — or  absence — of  Government  subsidies  also  may  have  im- 
portant impacts.  Without  subsidies,  prices  may  be  higher  and  competi- 
tion therefore  less  effective.  Yet  service  may  be  overexpanded  if 
subsidies  are  provided.  And  finally,  limiting  the  subsidy  or  restricting 
the  scope  of  even  an  unsubsidized  enterprise,  such  as  to  a  given  ter- 
ritory, may  lessen  the  degree  of  direct  competition  and  thus  detract 
from  the  primary  objective.22 

For  example,  the  lower  prices  charged  by  the  TVA  and  the  Power 
Authority  of  the  State  of  New  York  may  have  improved  the  perform- 
ance of  adjacent  regulated  private  firms.  One  mechanism  of  competi- 
tion was  threatening  to  enter  adjacent  territories.23  Some  writers  have 
claimed  widespread  positive  effects  of  such  competition,  of  both  the 
direct  and  yardstick  types.24  The  evidence  for  such  a  position  is  both 
mixed  and  anecdotal  in  nature. 

European  cases  provide  other  examples,  including  Finsider  in  the 
Italian  steel  industry,  ENI  in  the  Italian  petroleum  industry,  and 
Renault  in  the  French  automobile  industry.  With  government  support, 
Finsider  not  only  built  modern  plants  of  its  own  but  also  forced  other 
producers  to  follow,  enabling  the  industry  to  meet  international  compe- 
tition.25 While  this  may  be  an  achievement,  it  is  not  clear  that  simply 
removing  trade  protection  or  assisting  private  enterprise  could  not 
have  had  the  same  results. 

In  the  Italian  oil  industry  ENI,  a  government  firm,  explored,  in- 
novated, and  effectively  competed  against  the  large  international  com- 
panies.26 Sheahan  notes  "ENI's  course  was  exactly  the  antithesis  of 
that  of  public  enterprise  in  the  French  petroleum  industry :  where  the 
French  public  firms  acted  as  passive  participants  in  that  country's  car- 
tel, ENI  went  out  to  take  over  markets  and  upset  the  international  oil 
industry  as  much  as  it  possibly  could."  27  The  company  may  have  com- 
peted in  a  "predatory"  fashion,  selling  gasoline  below  cost,  and  cover- 
ing the  loss  out  of  natural  gas  revenues.28  This  could  be  justified  by 

■  Report  of  the  Select  Committee  on  Transportation — Routes  to  the  Seaboard.  43d  Con- 
gress, 1st  session.  Senate  Report  307,  Washington,  GPO,  1874.  For  discussion  see  James  R. 
Nelson,  op.  cit. 

"The  technical  reason  for  this  is  that  eompetitive  restraint  comes  from  the  ability  to 
expand  output  in  response  to  monopoly  pricing  by  others. 

*»  William  <;.  Shepherd,  "British  and  United  States  Experience,"  in  W.  G.  Shepherd,  ed., 
op.  cit.,  pp.  115-116. 

m  Sec.  particularly  Richard  llellman.  Government  Competition  in  the  Electric  Utility 
Industry:   A  Theoretical   and    Bmpirical   Study    (New  York:   Praeser  Publishers,   1072). 

>hn   B.   SI  eahan,  "Experience  with  Public  Enterprise  in  France  and  Italy,"  in  Wil- 
li.im  (i.  Shepherd,  ed.,  op.  cit,  p.  136. 

*>  Ibid,   I».   137. 

"  Ibid,  p.  137. 
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needs  to  shake  up  a  lethargic  domestic  industry  or  to  disrupt  collu- 
sion by  foreign  supplies. 

Expropriated  in  1945  because  of  its  owners'  World  War  II  collabora- 
tion with  the  Germans,  Renault,  the  largest  French  auto  maker,  is  still 
a  public  firm.29  Renault's  share  of  French  production  rose  from  about 
15  percent  in  1938  to  30  percent  in  1950  and  40  percent  in  19G0.  In  part 
this  growth  occured  under  government  mandate  to  expand  as  an  aid 
to  postwar  recovery.  Expansion  in  the  automobile  market,  as  opposed 
to  trucks,  was  directed  by  aggressive  management  which  opposed  gov- 
ernment requests  for  restraint.30  It  appears  that  this  growth  was  largely 
due  to  product  innovation,  concentration  on  low  and  moderate  cost 
models,  and  cost  controls  perhaps  more  stringent  than  some  of  its  pri- 
vate rivals.  Possibly,  tariff  protection  may  have  caused  inefficiency  and 
torpor  among  Renault's  rivals.  While  initial  small  car  efforts  were  in 
part  a  result  of  conscious  government  policy,  more  recently  Italian  and 
German  competition  appear  to  have  forced  the  firm  to  behave  much 
like  a  successful  private  competitor.31 

Public  enterprise  competition  has  been  proposed  for  the  U.S.  pe- 
troleum industry.  In  1974,  Representative  Michael  Harrington  pro- 
posed a  "Federal  Oil  and  Gas  Corporation,"  to  develop  publicly  owned 
gas  and  oil  resources.32  One  of  the  stated  goals  of  the  Corporation 
was  to  "*  *  *  develop  oil  and  gas  rights  to  stimulate  maximum  eco- 
nomic competition  in  various  aspects  of  the  petroleum  business."  The 
Corporation  was  to  have  certain  advantages,  including  exemption 
from  lease  payments  and  Federal  taxes.  These  and  other  advantages 
lead  to  questions  about  competitive  effect.  While  there  is  no  reason  to 
expect  such  a  corporation  to  be  more  efficient  than  private  oil  compa- 
nies, its  advantages  could  lead  it  to  become  the  only  developer  of  Fed- 
eral petroleum  resources.33  It  is  not  apparent  that  this  would  be  pro- 
competitive.  Under  present  conditions,  the  price  of  crude  petroleum  is 
essentially  determined  by  OPEC,  so  it  is  difficult  to  see  how  crude 
oil  competition  would  be  substantially  affected.34  As  was  the  case  with 
oil  import  quotas,  there  might  be  pressures  to  set  a  low  price  for  the 
Corporation's  product  and  grant  disproportionate  shares  of  its  out- 
put to  smaller  refiners.  This  could  encourage  the  growth  or  survival 
of  inefficient  refiners.  If,  despite  OPEC's  apparent  control  of  crude 
prices,  independent  refiners  did  not  enjoy  nondiscriminatory  access 
to  crude,  such  allocation  could  improve  their  competitive  position.  But 
it  does  not  appear  that  government  ownership  is  required  to  obtain 
this  objective.35 

The  mixed  experience  described  above  indicates  that  public  enter- 
prises cannot  be  f  ully  relied  upon  to  be  vigorous  competitors.  Energetic, 

29  Wilcox  and  Shepherd,  op.  cit.,  p.  546  ;  Sheahan,  op.  cit.,  138. 

80  Sheahan.  op.  eit..  p.  138. 

31  Wilcox  and  Shepherd,  op.  cit.,  p.  546. 

S2H.R.  12104.  93d  Congress. 

33  This  point  is  mnde  in  TT.s.  Senate.  Committer  on  Interior  nnd  Insular  Affairs.  Federal 
Leasing  of  Petroleum  on  the  Outer  Continental  Shelf,  Committee  Print,  94th  Congress,  2d 
Session,  1976,  (prepared  by  the  Congressional  Research  Service,  Library  of  Congress),  p.  44. 

84  A  very  low  cost  discovery  could  break  OPEC. 

35  See  U.S.  Senate.  Committee  on  Interior  and  Insular  Affairs  Federal  Leasing  .  .  .  , 
op.  cit.,  pp.  43-44.  The  special  case  study  prepared  for  the  Committee  notes  that  much  of 
the  FEA's  oil  pricing  and  allocation  regulation  has  had  similar  aims.  See  W.  D.  Montgomery. 
"A  Case  Study  of  Regulatory  Programs  of  the  Federal  Energy  Administration,"  in  the 
Appendix  to  this  volume. 
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aggressive,  and  politically  secure  managers,  such  as  those  who  have  at 
times  headed  Eenault  and  ENI,  may  attain  such  results.  But  there  are 
few  direct  economic  incentives  to  compete  energetically;  sustained 
vigor  may  require  continuous,  detailed  oversight — in  other  words, 
regulation.  And  the  history  of  regulation  in  the  United  States  indi- 
cates that  regulators  are  enamored  neither  of  competition  nor  the 
risks  it  may  present  to  their  charges. 

£.  Public  enterprise  to  insure  proper  use  of  natural  resources 

As  discussed  above,  when  private  firms  use  a  "common  pool"  re- 
source such  as  an  oil  reservoir,  a  lake  (as  for  fishing  or  effluent  dis- 
posal), or  the  radio  frequency  spectrum,  independent  competitive  be- 
havior may  cause  excessive  extraction  rates,  pollution  or  interference. 
Such  problems  are  now  dealt  with  by  various  forms  of  regulation. 
They  might  also  be  resolved  by  public  ownership  of  the  relevant  fa- 
cilities or  the  firms  using  them.  For  example,  enforcing  a  system  of 
charges  for  discharges  into  a  lake  or  river  is,  in  effect,  like  declaring 
government  ownership  of  that  resource.  The  same  could  be  true  for 
mineral  deposits.  Performance  would  be  determined  less  by  the  fact 
of  government  ownership  than  by  the  "rules  of  the  game" — by  the 
regulations  or  pricing  rules  followed  by  the  enterprise  in  question. 
The  radio  frequency  spectrum  is  one  example  of  such  a  problem. 
As  discussed  above,  FCC  frequency  allocation  and  technical  regulation 
now  serves  to  reduce  interference  and  thus  increase  the  value  of  this 
resource.  Other  nations  have  adopted  complete  or  partial  public  en- 
terprise solutions.  In  principle,  such  public  enterprise  can  deal  with 
another  problem  of  broadcasting — provision  of  an  efficient  mix  of 
program  types  and  qualities.  With  a  substantial  popular  interest  in 
entertainment  shows  of  mass  appeal,  and  much  smaller  audiences  for 
other  types  of  programing,  there  is  a  profit  incentive  roughly  to 
duplicate  popular  offerings  to  obtain  shares  of  the  mass  audience. 
Consequently,  some  segments  of  the  audience  may  remain  unserved. 
Greater  expansion  of  the  number  of  channels  as  well  as  wider  use  of 
cable  television  could  help  alleviate  this  problem.  A  further  alterna- 
tive would  be  private  monopoly  operation  of  the  broadcasting  system : 
a  monopoly  would  have  no  profit  incentive  to  unduly  duplicate  pro- 
graming, and  would  instead  attempt  (under  the  U.S.  system  of  com- 
mercial television)  to  maximize  profits  from  the  system  as  a  whole. 
Roughly^  this  would  mean  attracting  the  maximum  audience.36 

Private  monopoly  of  broadcasting  may  not  be  a  politically  or 
socially  acceptable  solution.  In  this  country  freedom  of  speech  con- 
siderations and  traditions  of  private  operation  have  restricted  the  di- 
rect Government  role  in  broadcasting.  An  alternative,  chosen  to 
greater  or  lesser  extent  throughout  the  world,  is  state  monopoly  or  a 
mixed  private-public  system.  Choices  of  the  ownership  mix  was  not 
based  on  assuring  maximum  program  variety  consistent  with  spec- 
trum allocations.  In  fact,  casual  observation,  and  the  success  in 
Britain  of  commercial  television  and  American  programing,  indicate 

ll   argument    Is   presented   In  rotor  O.   Stolnor.  "Projrram  Patterns  and   Preferences, 

nn<!  the  Workability  of  Competition  in  Radio  Broadcasting,"  Quarterly  Journal  of  Eco- 
nomic*, \'<>i.  (u;  (1952),  pp.  194  228.  The  argument  sesames  that  eonsnmen  do  not  care 
about  "slight"  differences  nmon?  shows.  But  tlio  difforontlal  success  of  o.<r.,  ap-parontly 
similar  police  or  comedy  shows  calls  this  assumption  into  question.  The  tendency  to  "dupli- 
cate" undoubtedly  remains. 
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the  purpose  may  have  been  to  assure  programing  considered  "appro- 
priate" by  the  authorities.  The  United  States  now  has  a  mixed  sys- 
tem including  a  relatively  small  noncommercial  sector  with  partial 
Federal  financing. 

Some  form  of  noncommercial  broadcasting  could  increase  the  effi- 
ciency of  use  of  the  broadcast  spectrum.  Public  television  now  pro- 
vides some  such  service,  though  the  inability  to  collect  from  all  those 
who  benefit  may  reduce  supply  and  program  quality.37  This  argument 
depends  heavily  on  a  scarcity  of  spectrum  and  on  inability  to  collect 
from  viewers.  As  cable  television  makes  more  channels  available  at 
lower  cost,  or  as  technology  improves,  it  will  pay  to  serve  smaller  audi- 
ences. Pay  cable  or  broadcast  television,  allowing  direct  financial  sup- 
port from  viewers,  would  enhance  this  effect.  Since  broadcasts  are 
essentially  "public  goods"  available  to  extra  viewers  at  no  extra  cost 
to  producers,  there  can  be  some  inefficiencies  in  excluding  those  not 
willing  to  pay.  Public  television  may  then  be  appropriate  for  pro- 
grams which  could  be  commercially  viable  if  there  were  no  costs  of 
excluding  nonpayers.  Public  subsidy  may  be  appropriate  for  shows 
such  as  "Sesame  Street"  which  produce  external  social  benefits,  such 
as  in  improved  literacy.  On  the  other  hand,  pay  television  may  be 
inappropriate  for  such  programing,  as  the  poor  might  thereby  be 
excluded. 

Public  enterprise  could  also  be  used  to  control  the  use  and  capture  the 
return  from  natural  resources,  which  are  particularly  important  to 
the  national  income  or  security.  Thus,  principal  mining  operations  in 
some  less  developed  countries — such  as  copper  in  Zaire  and  tin  to 
Bolivia — are  public  enterprises.  Such  Government  control  may  be  con- 
sidered necessary  for  full  national  sovereignty.  Although  the  United 
States  is  not  presently  so  dependent,  it  is  not  inconceivable  that  such 
considerations  may  in  the  future  lead  to  public  ownership  or  produc- 
tion of  certain  national  resources. 

6.  Public  ownership  to  deal  with  destructive  competition:  Rationaliza- 
tion and  revitalization  of  sick  industries 

As  discussed  above,  in  industries  with  immobile  resources,  excess 
capacity  may  persist  for  long  periods  of  time.  Prices  may  be  volatile 
and  on  the  average  depressed.  This  need  not  be  of  direct  economic  con- 
cern, for  if  excess  capacity  is  present,  the  efficient  solution  is  low  prices 
encouraging  intensive  use  until  price  falls  below  available  cost.  Those 
situations  can  lead  to  demands  for  governmental  price  fixing,  subsidy 
trade  restrictions,  and  other  forms  of  protection  and  relief.  Partial  or 
complete  public  ownership  can  give  the  government  leverage  to  shut 
down  unneeded  capacity.  Access  to  subsidies,  and  the  ability  to  main- 
tain unprofitable  services  for  substantial  periods,  can  ease  the  rationali- 
zation effort.  The  main  problem  with  the  use  of  public  ownership  to 
rationalize  capacity  is  that  subsidies  may  become  permanent,  and  large 
portions  of  the  industry  may  become  permanent  public  charges. 

Much  nationalization  in  Italy  came  out  of  depression  and  the  needs 
of  wartime  recovery.  As  discussed  above,  Finsider  and  ENI  appear  to 
have  made  contributions  to  revitalizing  the  steel  and  oil  industries, 
respectively.  An  intensive  study  of  the  depressed  British  coal  indus- 

37  Advertiser-financed  commercial  television  faces  the  same  type  of  problems. 
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try  led  Shepherd  to  conclude  that  the  Coal  Board  had  generally  made 
rational  decisions  about  mine  closings  and  operations.38  But  as  for  the 
superior  "social"  awareness  or  performance  of  the  Coal  Board,  Shep- 
herd notes : 

*  *  *  the  really  difficult  problems  and  debatable  decisions  have 
arisen  *  *  *  in  those  areas  where  pit  closures  often  have  social 
impacts  far  exceeding  the  gains  to  the  Coal  Board.39 
Shepherd  found  substantial  rates  of  return  to  investments  in  rational- 
ization, and  judged  the  return  sufficient  to  cover  what  the  funds  might 
have  earned  elsewhere.40  Investment  appeared  to  be  differentially 
channeled  to  the  lower  cost  mines,  as  required  for  efficiency ;  and  such 
investment  did  tend  to  increase  profits.  However,  it  is  not  apparent 
that  private  firms  could  not  have  obtained  the  same  results  at  lower 
total  cost. 

As  discussed  below,  in  part  because  of  its  perceived  usefulness  as  an 
instrument  of  other  policies,  public  enterprise  is  not  always  a  viable 
instrument  for  rationalization  of  sick  industries. 

7.  Public  enterprise  and  external  costs  and  benefits 

Many  Government  enterprises  can  or  do  provide  services  which  con- 
fer external  benefits.  Some  of  these  services  could  be  or  are  now  pro- 
vided by  regulated  private  enterprises.  That  is  not  true  in  every  case. 
For  example,  Government  insurance  programs  for  banks  and  savings 
and  loans,  as  well  as  the  Federal  Reserve  System,  can  be  viewed  as 
assuring  a  well  functioning  monetary  and  credit  system.  Private  pro- 
viders would  not  be  able  to  capture  the  full  gains  in  terms  of  increased 
ease  of  commerce  and  improved  allocation  of  credit,  as  these  are  widely 
diffused  throughout  the  economy  and  so  would  provide  too  little  serv- 
ice. Bank  failures  hurt  many  more  people  than  just  the  bank  stock- 
holders, so  Government  insurance  is  much  more  credible  for  what  is 
inherently  an  uninsurable  risk.  Another  example  would  be  urban  com- 
muter transportation,  which  is  provided  by  a  mix  of  generally  regu- 
lated private  firms  and  public  enterprises,  typically  at  the  local  level. 
In  some  areas  such  enterprises  may  be  natural  monopolies.  Availability 
of  high  quality  mass  transit  at  low  prices  might  reduce  automobile 
traffic,  and  hence  congestion  and  pollution.  Today  those  enterprises 
usually  are  subsidized.  Regulation  could  be  used  to  moderate  pricing, 
and  take  account  of  these  externalities,  while  containing  the  size  of  the 
subsidy.  Public  enterprise  could  accomplish  the  same  goals  and  could 
more  directly  improve  serviee  quality.  At  the  Federal  level,  an  analogy 
might  be  made  with  railroad  vs.  truck  transport.  Improving  rail  serv- 
iee might  lessen  highway  congestion  and  truck  use  and  reduce  petro- 
leum consumption  and.  hence,  dependence  on  foreign  oil.  Regulation 
by  itself  could  have  little  impact  on  this  problem;  public  enterprise  or 
oi  her  subsidy  could. 

River  basin  development  by  the  Department  of  the  Interior's  Bu- 
reau of  Reclamation  and  the  Army  Corps  of  Engineers  provide  another 
example  in  which  public  enterprise  may  be  justified  by  the  importance 
of  external  costs  and  benefits.  Dams  on  the  Columbia  River  provide 

M  William  G.  Shepherd,  "Cross  Subsidization  in  Coal,"  in  R.  Turvey,  ed„  Public  Enter- 
prise (Middlesex,  England  :  Tenguin  Books,  1965),  p.  346. 

'■'••  II. ill. 

«"  [bid.,  p.  34.-). 
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not  only  electricity  but  also  flood  control  and  irrigation.  These  benefits 
are  widely  diffused;  it  would  be  very  difficull  for  a  private  enterprise 
to  fully  collect  the  value  of  the  service.  Thus,  full  private  enterprise 
might  underprovide  such  services.  In  addition,  upstream  dams  assure 
a  more  stable  flow  and,  therefore,  more  power  out  of  the  river  down- 
stream. There  is  a  case  for  developing  a  river  basin  as  a  whole.  Private 
enterprise  may  be  unable,  or  unwilling,  to  organize  such  projects. 
Therefore,  some  form  of  Government  intervention  is  justified.  That, 
however,  need  not  mean  public  enterprise  is  the  best  option.  One 
alternative  would  be  subsidies  to  private  firms,  perhaps  administered 
under  competitive  bidding  arrangements.  Yet  especially  for  projects  of 
vast  scale,  such  as  the  initial  TVA,  the  Federal  coordination  and 
regulatory  role  would  necessarily  be  so  large  as  to  render  the  effort 
essentially  a  public  enterprise.  Again,  the  risk  here  is  of  excessive 
investment  in  such  projects,  as  they  are  not  subject  to  free  market 
pressures. 

Public  ownership  does  not  seem  appropriate  as  a  treatment  for  gen- 
eral problems  of  pollution,  health,  and  safety  affecting  a  wide  range 
of  industries.  Agencies  specializing  in  environmental  or  health  and 
safety  problems  are  more  likely  to  develop  the  expertise  necessary  for 
effective  functioning.  Yet,  some  activities  may  be  fraught  with  such 
perils  and  risks  to  third  parties  that  public  enterprise  becomes  a  de- 
sirable solution.  One  example  is  the  FAA-operated  system  of  airways 
and  air  traffic  controllers,  discussed  above.  Theoretically,  private 
firms  could  provide  air  traffic  control  services.  But  it  is  obviously  im- 
portant that  all  planes  be  guided  by  a  coordinated  air  traffic  control 
service.  Conceivably  private  firms  could  do  so  on  contract,  but  given 
the  need  for  a  common  core  of  training  and  expertise,  centralization 
may  be  appropriate.  Government  operation  is  one  way  to  assure  this. 

Another  example  is  the  production,  distribution,  and  accounting  for 
enriched  uranium.  At  present  all  reactor  fuel  (and  weapons  grade 
nuclear  material)  is  manufactured  in  three  Government-owned  gaseous 
diffusion  plants  operated  under  contract  by  Goodyear  and  Union 
Carbide  under  cost-plus-fixed-fee  management  contracts.41  The  three 
plants  are  huge,  and  capital  intensive,  and  involve  the  use  of  secret 
technology.  Private  operation  seemingly  could  be  justified  by  efficiency 
motives,  with  public  ownership  and  control  mandated  by  concern  over 
the  secrecy  of  militarily  significant  technology  as  well  as  safety  and 
security.  But,  in  considering  the  possibility  of  private  development  of 
the  next  increment  of  enriched  capacity,  the  General  Accounting  Office 
concluded  that  ownership  status  would  have  no  significant  effect  on  the 
probability  of  theft  or  accident.42  Any  private  facility  would  be  heav- 
ily regulated.  The  cost  coupled  with  the  nature  of  current  contracts 
greatly  lessens  any  possible  efficiency  gains  from  private  operation. 
Public  ownership  has  been  justified  on  the  grounds  that  the  Govern- 
ment may  more  easily  absorb  the  risks  of  developing  an  untried  tech- 
nology important  to  the  national  defense.  Another  motive  may  have 
been  to  subsidize  and  promote  nuclear  development  in  a  relatively 
unpublic  manner. 

41  See  U.S.  General  Accounting  Office,  "Evaluation  of  the  Administration's  Proposal  for 
Government  Assistance  to  Private  Uranium  Enrichment  Groups,"  Oct.  31,  1975,  p.  2. 

42  Ibid.,  pp.  29-31. 
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If  energy  technology  evolves  toward  fast  breeder  reactors  generat- 
ing large  amounts  of  plutonium,  public  ownership  might  again  be 
justified  by  concern  with  safety  and  security.  On  purely  logical 
grounds,  no  inherent  safety  or  security  advantage  can  be  claimed 
for  Government  ownership.  But  this  highly  sensitive  area  involves  not 
only  external  economic  and  health  consequences  but  also  national  secu- 
rity and  basic  foreign  policy  considerations.  In  such  cases  the  instru- 
mentality operating  the  facilities  must  and,  perhaps  should  be,  politi- 
cally responsible.  Such  political  responsibility  could  be  achieved  in  a 
number  of  ways,  but  public  ownership  may  be  the  most  direct  way 
of  assuring  this  desired  responsibility. 

8.  Public  enterprise  for  equity  and  other  social  reasons 

Thus  far  public  enterprise  has  been  discussed  largely  as  a  solution  to 
some  of  the  economic  problems  or  "market  failures"  which  may  pre- 
vent unregulated  markets  from  producing  efficient  results.  Public  en- 
terprise can  also  be  adopted  to  serve  the  full  range  of  other  regulatory 
purposes  as  well  as  to  redistribute  income.  These  purposes  include  pro- 
vision of  service  to  small  communities,  promotion  of  key  industries, 
and  avoiding  windfall  profits.    Several  factors  contribute  to  these 
"social"  uses  of  public  enterprise.  First,  since  pricing  and  investment 
are  in  principle  under  government  control,  various  forms  of  cross 
subsidy  can  be  arranged — but  in  the  long  run  only  to  the  extent  that 
monopoly  profits  are  available  to  do  so.  Second,  subsidy  to  public  en- 
terprise may  be  more  easily  obtained  and  less  restricted  and  contro- 
versial than  subsidy  to  private  enterprise.  Subsidies  may  take  many 
forms  including  direct  cash  payments,  tax  concession?,  loan  guarantees, 
or  grants  of  land.  As  discussed  above  public  enterprise  managers  will 
have  motives  of  their  own,  and  governmental  supervision  cannot  be 
complete.  Therefore,  it  is  not  clear  that  all  of  the  observed  effects  of 
public  enterprise  are,  in  fact,  desired  by  citizens  at  large.  Such  effects 
include  uniformity  of  prices  relative  to  private  enterprise  in  equiva- 
lent positions,  and  different  and  perhaps  lower  product  quality.  It 
is  important  to  ask  whether,  considering  its  potential  for  inefficiency, 
public  enterprise  is  the  best  mechanism  for  achieving  any  particular 
social  or  noneconomic  end.  The  picture  is  of  course  quite  varied. 
Problems  include  the  lack  of  market  pressure  for  efficiency,  suscepti- 
bility to  various  forms  of  political  pressure,  and  lack  of  clear  legisla- 
tive definition  of  the  social  or  "noneconomic"  purposes  to  be  achieved. 
There  are  exceptions.  As  noted  above,  the  TVA  was  formed  not  only 
to  font  ro]  floods  and  generate  power,  but  also  to  lead  economic  develop- 
ment of  a  depressed  area,43  Tn  the  power  field,  at  least,  TVA  appears  to 
have  been  efficient.  Yet  LS  is  not  clear  that  regional  development  pro- 
ceeded more  rapidly  than  it  might  have  had  equivalent  funding  been 
made  available  to  private  enterprise.  Under  conditions  of  the  times  this 
would  have  been  unlikely. 

A  wide  range  of  services — from  sewage  and  garbage  disposal  to 
libraries — are  generally  provided  by  local  public  enterprise.  Equity 
considerations  are  paramount,  often  overlapping  with  concerns  about 
external  costs  or  consequences.  Some  of  these  services  are  natural 
monopolies.  In  <  lie  case  of  libraries  and  schools,  service  is  provided  free 

43  Wilcox  and  Shepherd,  op.  <it.,  p.  55a 
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to  all  because  of  a  public  commitment  to  equal  opportunity.  Public 
ownership  and  financing  permit  this.  In  the  case  of  garbage  and  sewage 
disposal,  community  health  and  fairness  may  dictate  provision  to  all. 
Sewage  disposal  may  be  a  natural  monopoly,  but  in  some  cities 
private  garbage  collection  services  compete.  The  flat  charges  made  are 
seen  by  some  as  fair  as  they  do  eliminate  the  need  to  expend  resources 
metering  usage.  To  the  extent  that  the  enterprises  involved  heed  eco- 
nomic incentives,  service  to  the  higher  cost  users  may  decline.  Gross 
subsidy  is  inherent  in  such  pricing  schemes.  This  may  be  desired  by 
taxpayers,  but  the  amount  and  direction  of  subsidy  is  not  subject  to 
review  during  the  budgetary  process  as  are  most  direct  subsidies.  Gov- 
ernment operation  of  such  systems  is  made  more  important  by  the 
need  for  coordination  with  other  government  activities  affecting  land 
use,  pollution,  and  ecology.  But  these  problems  could  be  handled  by 
zoning  and  other  land  use  policies  as  well  as  other  policies  aimed  more 
directly  at  those  related  problems,  though  widespread  variances  could 
prevent  success. 

Public  enterprise  can  help  insure  service  to  small  communities.  Such 
service  is  motivated  by  considerations  of  equal  treatment,  though  in 
economic  terms  the  result  is  likely  to  be  discriminatory.  With  or  with- 
out regulation,  private  enterprise  would  presumably  be  willing  to  sup- 
ply service  provided  there  was  a  sufficient  market  to  cover  costs.  What 
are  the  merits  of  public  ownership  as  compared  with  direct  subsidy 
or  cross-subsidization  within  a  regulated  sector?  Overt  subsidy  is 
visible,  subject  to  greater  oversight,  and  does  not  encourage  the  en- 
terprise, whether  public  or  private,  to  justify  protection  of  monopoly 
privileges  by  the  need  to  cross-subsidize.  However,  policy  makers 
might  see  some  advantages  to  cross-subsidization  within  a  public  en- 
terprise. Budgetary  expenditures  are  reduced,  and  citizens  may  per- 
ceive relatively  equal  rates  as  equal  treatment.  Of  course,  if  costs  are 
unequal  the  perception  is  inaccurate  and  the  results  may  be  inefficient. 
And  the  incentives  of  the  enterprise  to  maintain  service  quality  must 
come  largely  from  the  political  process,  and  not  from  the  automatic 
and  constant  pressure  of  the  market. 

a.  The  U.S.  Postal  Service :  Cross-subsidy  by  public  enterprise 

Basic  postal  services  are  public  enterprises  throughout  the  world. 
Originally  a  separate  department  directly  responsible  to  the  Presi- 
dent, the  Postal  Service  was  established  as  an  independent  public 
corporation  in  1971.  Rates  are  regulated  by  an  independent  Postal 
Rate  Commission.  In  postal  affairs,  the  rationale  for  public  enterprise 
has  changed  with  the  passage  of  time.  Early  in  the  country's  history, 
postal  communications  had  a  special  position.  "In  the  absence  of 
modern  means  of  communication,  it  afforded  the  only  tie  that  bound 
the  country  together,  uniting  the  wilderness  with  the  capitol,  scattered 
settlements  with  centers  of  trade  and  finance.  It  contributed  to  a  sense 
of  national  identity,  to  economic  and  political  unity  .  .  .  today  the 
Post  Office  is  one  of  the  many  media  of  communications.'' 44  Perhaps. 
considering  the  relatively  primitive  state  of  technology  and 
the  inherent  risks,  only  the  government  would  have  been  willing 
and  able  to  provide  nationwide  service.  And  the  role  of  the  Post  Of- 
fice in  providing  universal  service  in  a  coordinated  manner  was  con- 

u  Wilcox  and  Shepherd,  op.  cit.,  p.  567. 
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sidered  important  to  national  development.  Since  delivery  service  may 
have  been  a  natural  monopoly  on  many  routes,  some  form  of  social 
control  was  probably  necessary.  Even  so,  the  early  success  of  the 
Pony  Express  in  providing  faster  service  raised  questions  concerning 
many  of  those  motives.  Today,  electronic  and  other  media  provide 
alternatives  and  the  only  remaining  natural  monopoly  element  may  be 
local  pickup  and  delivery.45  Even  in  this  environment,  official  postal 
service  is  frequently  so  slow  that  businesses  and  other  large  mailers 
often  resort  to  other  media. 

Postal  rates  are  uniform  with  respect  to  distance.  This  implies  a  cross 
subsidy  from  low-  to  high-cost  users  or  from  users  on  high-density 
urban  routes  to  rural  users.  It  might  well  be  very  costly  to  calibrate 
rates  to  approximate  costs.  When  uniting  the  Nation,  assuring  uniform 
pricing  of  the  only  effective  means  of  long-distance  personal  com- 
munications may  have  been  appropriate.  This  might  appear  particu- 
lary  appealing  if  the  subsidy  were  generally  from  rich  to  poor  or  from 
advantaged  to  disadvantaged.  At  present  the  situation  is  not  so  clearly 
defined. 

The  Postal  Service's  legal  monopoly  is  over  parcel  letter  serv- 
ice. Private  express  companies,  such  as  United  Parcel  Service,  com- 
pete effectively  in  some  other  areas.  That  the  private  sector  is  able 
to  do  so,  despite  substantial  apparent  cross  subsidy  from  first-class 
rates,  may  be  an  indication  of  inefficiency  of  the  Postal  Service.46  The 
cross  subsidy  policy  may  ultimately  be  self-defeating,  because  high 
rates  discourage  use  of  first-class  service  and,  as  happened  with  the 
railroads,  decrease  the  potential  fund  available  for  cross  subsidiy.  The 
present  rationale  for  this  form  of  cross  subsidy  is  unclear.  Subsidy  to 
educational  activities  including  books,  newspapers,  and  magazines 
might  appear  desirable.  But  the  bulk  of  mail  including  first  clas=  is 
business  oriented,  and  it  is  unclear  why  distribution,  rather  than  the 
production  of  such  products,  is  subsidized.  Low  business  rates  sub- 
sidize advertising  and  other  promotions.  The  Postal  Reorganization 
Act  of  1970 47  required  that  rates  be  set  so  that  "revenues  from  ea^h 
class  of  mail  (except  for  a  few  public  service  categories)  cover  the 
costs  that  could  be  attributed  or  reasonably  assigned  to  that  mail 
class."48  Subsidy  was  to  be  gradually  withdrawn  from  periodicals  and 
a  $920  million  appropriation  was  authorized  to  maintain  otherwise 
uneconomic  service  in  small  communities.49 

But  the  f  ramers  of  the  Postal  Reorganization  Act  of  1970  were  not 
entirely  put  off  by  cross  subsidies  among  the  various  classes  of  mail. 
The  Conferees  for  the  Senate  and  House  of  Representatives,  for  in- 
stance, wrote  that  attributable  costs,  aside  from  fixed  costs,  were  to 
be  those  that  varied  over  the  "short  term"  in  response  to  changes  in 
volume  of  a  particular  class.50 

The  Conferees,  then,  disagreed  with  the  long-run  standard  cham- 
pioned by  the  former  Chief  Administrative  Law  Judge  of  the  Postal 
Rate  Commission  in  his  initial  decision.51 


«  Ibid.,  pp.  firin-nos. 

40  Wilcox  and  Shepherd,  op  cit.  p.  566-570. 
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«  Ibid. 

■»  'Hie  Statement  of  Managers  on  the  Conference  on  PR  A  1970  at  p   87 
81  Record,  PRC  B7T-1.  1-17. 


121 

Earlier,  the  1968  President's  Commission  on  Postal  Organization, 
whose  report  was  instrumental  in  the  movement  toward  postal  reorga- 
nization legislation,  envisioned  a  pool  of  institutional  costs  to  be 
allocated  on  noncost  bases  at  40  to  50  percent  of  the  total.52 

Some  observers  argue  that  the  legislation  has  not  been  followed.  One 
commentator  notes  '\  .  .  the  Postal  Service  has  almost  seemed  deter- 
mined to  avoid  compliance  with  the  Postal  Reorganization  Act  and  to 
continue  instead  with  the  cross  subsidization  practices  common  before 
1970."  53  Court  decisions  have  held  that  Postal  Service  practices  did  not 
comply  with  the  law.54  Also  the  Chief  Administrative  Law  Judge  of  the 
Postal  Service  noted  ". . .  (t)he  Postal  Service  has  become  a  tax-collect- 
ing agency,  collecting  money  from  first-class  mailers  to  distribute  to 

her  favored  classes."  55  That  decision  noted  that  many  other  classes 
of  service  were  priced  below  cost.50  This  conclusion  is  supported  by 
detailed  analyses  of  postal  rates  and  costs,  which  indicate  that,  even 
including  specific  subsidies  from  the  Treasury,  revenues  from  second-, 
third-  and  fourth-class  mail  fell  far  short  of  the  costs  of  providing  the 
services.57  One  possible  solution  would  be  to  repeal  the  private  express 
statutes,58  and  allow  other  firms  to  compete  for  first-class  mail.  This 
would  lower  the  ability  to  cross  subsidize  and  encourage  efficiency.  It 
would  also  require  premium  charges  for  costly  service  such  as  rural 
delivery.59  Yet  the  fact  that  Postal  rates  remain  unaligned  with  avail- 
able costs  and  are  structured  to  benefit  non-first-class  users  make  such 
action  unlikely.60 

Congress  has  also  provided  direct  postal  subsidies,  which  have  fluc- 
tuated around  $1.5  billion  per  year  since  the  reorganization,  declining 
from  about  22  percent  to  about  10  percent  of  the  total  postal  appropria- 
tion.61 Of  course  with  inflation  the  real  value  of  this  subsidy  has  fur- 
ther declined.  Given  the  postal  rate  structure  it  appears  that  much  of 
the  subsidy  is  going  to  business  users — even  though  proposals  for  pos- 
tal subsidy  are  typically  tied  to  public  service  rationales,  including 
service  to  small  communities.62  The  Carter  administration  has  ap- 
proved increased  subsidies,  noting  that  extra  revenues  should  come 
from  higher  rates  and  better  service.63  Arguments  for  continuing  di- 
rect subsidy  are  similar  to  those  for  maintaining  the  Postal  Service 
legal  monopoly  of  first-class  service.  These  include  assuring  equality 
of  service  regardless  of  location.64 
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b.  Use  of  public  enterprise  to  achieve  social  purposes:  European 
examples 
Foreign  examples  are  illustrative  of  the  potential  range,  as  well  as 
successes  and  pitfalls,  of  social  purposes.  Early  British  railroad  leg- 
islation was  based  on  the  principle  that,  if  an  industry  became  too 
profitable,  the  public  should  have  the  right  to  acquire  it.65  This  method 
of  dealing  with  monopoly  profits  is  an  alternative  to  price  controls. 
Taxation  is  another  option  and  could  avoid  some  of  the  incentive  ef- 
fects of  potential  nationalization. 

Until  relatively  recently  the  British  Post  Office  was  regarded  as  an 
agent  to  make  profit  for  the  Exchequer.66  If  pushed  to  extremes,  this 
could  result  in  monopoly  pricing  and  discrimination  by  publicly  fran- 
chised  monopolies.  Were  other  government  programs  to  become  de- 
pendent on  the  revenue  raised,  the  suppression  of  competition  could 
be  even  more  complete  and  uneconomic  than  that  practiced  by  the  ICC 
and  other  regulatory  agencies. 

Much  post  World  War  II  public  enterprise  in  France  came  from  a 
desire  to  avoid  a  return  to  the  prewar  form  of  government  protected 
noncompetitive  capitalism.67  Other  goals  included  increased  social 
control  of  industry  and  use  of  public  enterprises  as  instruments  of 
planning  for  rapid  modernization  in  basic  sections  of  the  economy.68 
Nationalization  included  major  banks,  leading  groups  of  insurance 
companies,  coal  mining,  electricity  and  gas  production,  and  the  Re- 
nault automobile  company.  Public  firms  in  the  French  petroleum  in- 
dustry have  been  used  as  part  of  a  system  to  insure  government  con- 
trol of  supplies.  But  the  leading  authority  notes  "*  *  *  the  important 
consideration  is  the  measure  of  public  enterprise.  Its  effect  was  to  main- 
tain a  cartel  system  at  the  expense  of  the  rest  of  the  economy."  69 

Both  France  and  Italy  use  public  monopoly  of  tobacco  products  as 
a  source  of  government  revenue,  thereby  discriminating  against  for- 
eign products.70  Because  of  policies  of  encouraging  regional  develop- 
ment, France  has  a  number  of  inefficient  cigarette  plants.71  Other  ef- 
fects are  more  mixed.  Neither  French  nor  Italian  tobacco  firms  en- 
gage in  heavy  advertising.  For  example,  in  1969,  French  tobacco  ad- 
vertising was  about  0.3  percent  of  sales,  compared  with  2.6  percent 
in  the  United  States.  But  cigarettes  produced  by  the  public  firm  in 
France  contain  no  health  warnings  at  all.72 

While  French  public  monopoly  of  electric  power  appears  to  have 
performed  well,  the  telephone  system  has  not.  For  example,  in  1963, 
the  French  system  compared  with  Sweden  used  3.3  times  as  mam- 
workers  to  handle  23  percent  fewer  calls.73  One  of  the  main  reasons 
appears  to  be  that  the  French  Post  Office,  which  operates  the  tele- 
phone system,  has  never  considered  purchasing  equipment  from  non- 
French  suppliers.  Not  only  did  this  allow  producers  to  take  advantage 
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of  their  market  positions,  but  the  government  actually  aided  monopoly 
behavior  by  allocating  market  shares.74 

c.  The  need  for  explicit  definition  and  funding  of  public  enterprise 
social  services 
It  appears  that  public  enterprise  monopolies  are  particularly  sus- 
ceptible to  such  pressures.  As  Sheahan  notes,  with  respect  to  the 
French  telephone  system  a*  *  *  no  private  system  would  have  ac- 
cepted the  restriction  to  high-cost  suppliers  to  this  degree.  Neither 
would  Kenault  or  the  other  public  firms  that  must  compete.  But  public 
monopoly  is  extremely  exposed  to  imposition  of  such  special  interest 
favors  *  *  *"  75 

The  experience  of  the  French  railroads,  burdened  with  special  pen- 
sion and  others  costs,  is  consistent  with  this.70  Over  time  the  cost  of 
these  burdens  has  increasingly  been  sustained  by  explicit  special  ap- 
propriations.77 Such  direct  funding  for  certain  predetermined  gonls 
has  become  more  common  in  other  countries.  In  France,  the  so-called 
Nora  Report,  issued  as  part  of  the  preparation  for  the  Fifth  Plan 
(for  1966-70)  noted  that  subsidies  to  public  enterprise  had  risen  to 
6.8  percent  of  the  national  budget.78  The  report  argued  that  such  sub- 
sidies should  be  restricted  to  social  services,  explicitly  planned  for  in 
the  first  instance.79 

The  "Nora  Report"  recommended  that  public  enterprise  prices 
should  be  set  to  provide  a  reasonable  return  after  adjusting  for  specific 
desired  social  services.  This  would  seem  to  avoid  situations  whereby 
public  enterprises,  themselves,  decide  on  the  levels  of  cross-subsidy 
in  relationship  to  service,  without  specific  legislative  guidance.  As 
discussed  above,  the  performance  of  the  U.S.  Postal  Service  serves 
as  an  illustration  of  this  problem.  According  to  the  "Nora  Report,'' 
on  the  order  of  60  percent  of  the  subsidies  could  be  viewed  to  have 
clear  social  purposes,  while  40  percent  were  "largely  blind  transfers, 
for  which  intentions  are  not  explicit  and  the  beneficiaries  poorly 
known."  80  In  such  situations  it  becomes  very  difficult  to  appraise 
public  enterprise  performance.  If  public  enterprise  or,  indeed,  any 
enterprise  or  government  agency,  engages  in  a  policy  which  benefits 
some  group,  that  group  will  come  to  expect  that  benefit.  As  in  the 
case  of  prices  fixed  above  the  free  market  equilibrium,  entry  and 
expansion  will  tend  to  take  place  until  all  are  just  making  normal 
returns.  Making  a  change  at  such  a  point  will  be  most  difficult, 
as  individuals  and  firms  may,  in  a  sense  correctly,  see  that,  while  they 
have  gained  relatively  little  from  the  current  policy,  they  have  much 
to  lose  from  change.81 

Public  enterprise  may  indeed  be  an  effective  vehicle  to  achieve 
various  social  purposes."  But  following  the  basic  recommendation  of 
the  "Nora  Report"  would  seem  to  encourage  efficiency  and  minimize 
other  problems.  This  recommendation  is,  "Truth  in  pricing,  with 
prices  related  to  costs,  and  with  social  functions  delegated  to  firms 

74  Ibid.,  p.  152. 

75  Ibid.,  p.  152. 

76  J.  R.  Nelson,  op.  cit,  in  appendix  to  this  volume. 

77  Ibid. 

78  Sheahan,  op.  cit.,  p.  156. 

79  Ibid. 

80  Sheahan,  op.  cit,  p.  157. 

81  See  Gordon  Tullock,  "The  Transitional  Gains  Trap,"  op.  cit. 
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paid  for  by  specific  subsidies."  S2  Coupled  with  a  clear  definition  of 
social  functions — for  example  income  redistribution  in  specified 
amounts  to  well-defined  groups,  or  promoting  regional  economic 
development  in  a  defined  way — public  enterprise  may  be  able  to  per- 
form some  social  tasks  effectively  and  efficiently. 

F.  Municipals,  Cooperatives,  and  Common  Carrier  Transmission 
as  Alternatives  to  Gas  and  Electric  Utility  Regulation 

A  variant  of  public  ownership  are  those  local  utilities,  owned  and 
operated  by  municipalities  or  cooperative  systems.  Today  about  18  per- 
cent of  electric  power  sales  in  the  United  States  are  made  by  such 
systems,83  somewhat  concentrated  in  the  areas  where  federallv-gen- 
erated  power  is  available.  Municipals  account  for  5  percent  of  total 
gas  84  sales  and  for  the  bulk  of  the  Nation's  water  sales. 

A  variety  of  tax  concessions,  which  are  a  form  of  subsidy,  allow 
municipals  and  cooperatives  access  to  capital  at  low  rates,  and  that  is 
very  important  because  utility  industries  are  so  highly  capital-inten- 
sive. Subsidies  do  allow  cooperatives  and  municipals  to  charge  lower 
rates  than  investor  owned  utilities  in  similar  situations.  These  rates 
reflect  a  transfer  from  taxpayer  to  electricity  and  other  utility  users. 
Interest  on  municipal  bonds  is  exempt  from  Federal  income  tax, 
and  thus  funds  are  available  at  interest  rates  below  those  of  privately 
owned  utilities.  Cooperatives  can  borrow  from  the  Rural  Electric 
Administration  at  5  percent,  far  below  private  bond  yields.  In  addi- 
tion, neither  municipals  nor  cooperatives  pay  corporate  income  tax, 
and  both  have  preferential  access  to  cheap  Federal  power — all  of  which 
involves  Federal  subsidies,  whether  direct  and  indirect. 

The  subsidy  distinction  aside,  publicly  owned  utilities  share  sig- 
nificant similarities  with  private  competitors.  Cooperative,  municipal 
and  investor-owned  utilities  utilize  basically  the  same  resources, 
equipment  and  personnel  expertise  to  provide  a  given  level  of 
service.  Thus  shifting  the  entire  electric  power  industry  in  the  United 
States  to  municipal  or  cooperative  ownership  would  not,  in  and  of 
itself,  free  real  resources  for  other  uses.  It  is  possible  for  municipals 
and  cooperatives  to  be  more,  less,  or  equally  efficient  as  regulated  in- 
vestor-owned utilities.  For  municipals  the  result  will  depend  on  the 
balancing  of  Aveeh-Johnson  tendencies  to  rate-base  expansion  and 
other  regulatory  effects  against  the  loss  of  economic  incentive  inherent 
in  public  ownership.  Cooperatives  may  preserve  some  economic  incen- 
tives for  efficiency,  but.  as  with  municipals,  groups  may  quite  rationally 
tolerate  sonic  inefficiency  in  order  to  gain  very  substantial  tax  advan- 
tages. This  cost,  if  it  exists,  will  not  be  reflected  in  electricity  bills,  but 
rather  will  contribute  to  lower  availability  of  revenues  for  other  gov- 
ernment services  and  uses,  and  higher  taxes. 

Publicly  owned  utilities  have  disadvantages  also.  Typically  they 
are  far  loo  small  to  be  efficienl  generators  of  electric  power.  Thus  one 
drawback  of  municipals  and  co-ops  in  electric  power  is  that,  unless 
Federal  power  is  available,  they  must  usually  buy  power  from  a  mon- 
opolist— the  privately  owned  utility  in  whose  service  area  they  are 

•  ahan,  on.  clt.,  p.  1T>7. 
83  American   Public  Power  Association,   Public  Power,  Jan.-Feb.   1976,  p.  32. 
*  Telephone  Communications  with  the  American  Gas  Association. 
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located.  In  the  past,  irivestor-o^ned  utilities  have  refused  to  wheel.86 
In  addition,  they  have  often  declined  to  permil  municipals  to  partici- 
pate in  power  pools.  As  a  result,  municipals  and  cooper?  have 
often  paid  more  for  bulk  power  than  investor-owned  utilises.  Under 
recently  passed  legislation  FEIiC  now  has  the  authority  to  order 
wheeling.86 

The  combination  of  relatively  high  bulk  power  rates  and  subsidized 
capital  costs  has  led  many  municipals  and  cooperatives  to  install  their 
own  generating  facilities.  This  is  usually  inefficient  because  most 
municipals  and  cooperatives  are  too  small  in  scale  to  install  a  generat- 
ing plant  of  optimal  scale.  In  recent  years  court  actions  and  Federal 
policy  pursuant  to  the  antitrust  laws  has  improved  the  situation.87 

In  some  cases  municipals  and  cooperatives  suffer  no  inherent  scale 
disadvantage  in  distribution,  because  distribution  costs  do  not  vary 
significantly  with  the  size  of  service  area.88  The  electric  power  genera- 
tion industry  could  be  fairly  competitive  in  many  pails  of  the  country, 
if  wheeling  were  compulsory  and  if  distribution  systems  were  inde- 
pendent of  the  generation  systems.  The  growth  of  cooperatives  and 
municipals  could  tend  to  bring  this  about. 

Because  of  scale  economies  the  natural  gas  pipelines  are  monopolists 
in  most  consuming  areas:  They  buy  gas  in  the  field,  which  is  then 
transmitted  through  their  pipelines  and  subsequently  resold  to  dis- 
tribution companies.  In  contrast,  oil  pipelines  transmit  but  do  not 
own  petroleum,  and  thus  are  classed  as  common  carriers.  If  gas  pipe- 
lines were  similarly  classed  as  common  carriers,  distribution  com- 
panies could  more  easily  compete  in  the  purchase  of  gas  from  thou- 
sands of  gas  producers. 

It  appears  altogether  possible  to  have  fairly  competitive  natural 
gas  production  and  electric  power  generation  industries  if  transmis- 
sion of  gas  and  electricity  were  classed  as  common  carriers,  and  if  the 
ownership  ties  of  electric  power  distribution  to  the  generating  com- 
panies were  broken.  Regulation  would  continue  to  be  required  for 
transmission  lines,  pipelines  and  local  distribution  systems,  to  the 
extent  that  they  remained  in  private  hands;  but  competition  and 
municipal  or  cooperative  ownership  could  obviate  the  need  for  regu- 
latory controls  in  the  largest  parts  of  the  electric  and  gas  industries. 

There  seem  to  be  few,  if  any,  technical  barriers  to  such  a  reorganiza- 
tion of  the  electric  and  gas  industries.  In  the  Pacific  Northwest  and 
the  areas  serviced  by  TV  A  distribution  is  largely  handled  by  munici- 
pals and  coops  and  most  generation  and  transmission  is  operated  by 

85  Wheeling  Involves  the  transmission  of  power  generated  by  Company  A  to  user  Com- 
pany B  over  transmission  lines  owned  by  Company  C  Company  B  pays  Company  A  for 
the  power.  Company  C  receives  a  "wheeling  charge"  for  the  use  of  its  transmission  far  !i- 
ties.  This  is  quite  different  from  the  case  where  A  sells  powers  to  C  and  C  sells  it  to  B. 
In  such  a  case  C  would  retain  its  monopoly  power. 

89  See  Department  of  Energy  Office  of  Public  Information.  "The  National  Energy  Act"  ; 
Nov.  1978. 

87  In  Ottertail  Power  Company  v.  U.S.  410  U.S.  366  (1073)  an  investor-owned  utility 
that  refused  to  wheel  power  to  a  municipal  within  its  service  area  was  found  guilty  of 
monopolization  under  Section  2  of  the  Sherman  Anti-trust  Act.  But  it  had  also  refused 
to  inter-connect  and  soil  to  the  municipal  and  had  harassed  ?t  in  the  courts.  It  was  V. 
entire  pattern  of  conduct  that  led  to  the  decision  against  the  private  competitor.  The 
Supreme  Court  stopped  considerably  short  of  making  utilities  into  common  carriers  with 
an  obligation  to  wheel  power  at  reasonable  wheeling  charges.  More  important  in  practice 
than  Ottertail  has  been  the  requirement  that  licenses  issued  by  the  NRC  under  the  Atomic 
Energy  Act  be  "consistent  with  the  purposes  of  the  Anti-Trust  laws."  Under  this  provision 
many  agreements  to  wheel  and  to  interconnect  have  been  negotiated.  The  main  induce- 
ment for  such  agreements  has  been  the  fear  of  delay  by  investor-owned  utilities  seeking  to 
build  nuclear  plants. 

88  Leonard  W.  Weiss,  "Antitrust  in  the  Electric  Power  Industry"  in  Almarin  Phillips,  ed., 
"Promoting  Competition  in  Regulated  Markets,"  Brookings,  1975,  p.  145. 
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Federal  agencies.  It  appears  that  in  none  of  these  cases  has  any  serious 
technical  disadvantage  from  the  lack  of  vertical  integration  been  ap- 
parent. Much  of  the  purchase  of  electric  power  and  of  gas  would 
undoubtedly  be  in  large  blocks  for  long  periods  so  that  the  distribu- 
tion utilities  would  be  protected  against  interruption,  and  generation 
and  production  companies  would  be  sufficiently  assured  of  sales  to 
permit  plant  financing.  The  fact  that  each  such  contract  would  be  a 
unique  sale  for  long  term  would  probably  make  collusion  unlikely. 
Such  an  organization  of  the  gas  and  electric  industries  would  fall  far 
short  of  nationalization  and  would  actually  increase  the  extent  of 
unregulated  competitive  private  enterprise. 

G.  Federal  Chartering  of  Corporations 

At  one  time  corporate  charters  imposed  extensive  limitations  and 
requirements  on  corporations,  but  competition  among  States  for  cor- 
porate charters  resulted  in  the  elimination  of  virtually  all  such  re- 
straints. It  has  been  proposed  that  all  large  corporations  be  required 
to  have  Federal  rather  than  State  charters,  thus  permitting  the  Federal 
Government  to  use  the  charter  as  an  instrument  of  control.  This  pro- 
posal was  popular  in  the  early  part  of  this  century,  when  other  means 
of  Government  control  of  corporations  were  weak,  and  has  retained 
significant  adherents  today.89 

However  the  benefits  of  this  approach  are  open  to  question.  Federal 
chartering  as  an  alternative  to  regulation  necessarily  involves  many 
if  not  all  the  problems  of  regulation  and  seems  to  offer  few  distinct 
advantages.  The  Federal  agency  responsible  for  issuance  of  charters 
would  be  confronted  with  many  of  the  same  difficulties  that  now 
beset  regulatory  agencies.  Inevitably  charter  provisions  would  be 
couched  in  very  broad  language,  the  effect  of  which  would  in  large 
measure  depend  on  the  actions  of  the  administering  agency.90  It  seems 
doubtful  that  such  an  agency  would  be  able  to  do  any  better  than  the 
present  specialized  agencies.  Indeed,  problems  might  be  multiplied  due 
to  the  agency's  very  broad  jurisdiction.  Possibly,  that  jurisdiction 
would  tend  to  ensure  that  the  agency  would  be  less  subject  to  "capture" 
by  industry.  But,  for  the  same  reason,  the  agencv  would  have  immense 
difficulty  developing  sufficient  expertise  to  deal  with  its  varied  con- 
stituents. 

A  less  ambitious  but  more  feasible  proposal  would  be  to  use  Federal 
chartering  to  impose  uniform  national  corporate  law,  such  as  provi- 
sions concerning  internal  corporate  structure,  stockholders'  rights  and 
so  forth.  Many  of  these  matters  are  already  controlled  by  the  Securities 
and  Exchange  Commission.  Enforcement  of  the  provisions  would  be 
in  the  hands  of  a  regulatory  agency,  once  more,  possibly  the  SEC 
itself.  The  main  advantage  gained  would  be  uniform  corporate  law 
for  large  firms  throughout  the  country  plus  any  reforms  with  respect 
to  corporate  governance  that  Congress  chose  to  include  in  the  char- 
tering law. 


88  Ralph  Nader,  Mark  Croon  nnd  .Tool  Soligman,  "Taming  the  Oinnt  Corporation,"  Norton. 
Their  proposal  calls  for  substantial  Changes  in  corporate  control  nnd  Structure:  the  pro- 
hibition <if  inside  directors,  full  time  professional  directors  each  on  the  hoard  of  only  one 
corporation,  cumulative  70tlng  for  directors,  referenda  in  local  communities  on  corporate 
issues  important  for  those  commodities,  protection  of  "corporate  whistle-blowera".  detailed 
arid  uniform  corporate  disclosure,  direct  rules  with  respect  to  mergers  and  a  deeonoen- 
tratlon  provision  calling  for  the  dissolution  of  leading  linns  in  markets  where  the  four 
firms'  concentration  ratio  exceeds  50  unless  the  firms  can  show  that  successor  firms  would 
he  too  small  for  efficiency.  Ibid.  Chapters  4-7.  These  proposals  are  too  far  beyond  the 
nmhif  of  this  study  to  warrant  detailed  discussion. 

80  The  regulatory  use  of  franchises  presents  similar  problems. 


Chapter  Five 

INCENTIVES  VERSUS  STANDARDS  AND  OTHER  DIRECT 
REGULATORY  CONTROLS 

A  wide  variety  of  incentive  mechanisms  could  complement  or  even 
replace  many  forms  of  regulation  or  direct  government  intervention 
discussed  thus  far.  Incentives  include  direct  and  indirect  subsidies,  tax 
concessions,  taxation,  insurance,  and  action  to  improve  information. 
All  of  these  are  intended  to  encourage  and  foster  an  economic  en- 
vironment in  which  economic  decisions  made  are  better  tailored  to 
social  goals.  For  the  most  part,  these  mechanisms  are  in  contrast  with 
the  setting  and  enforcement  of  "standards,"  such  as  rulings  that  emis- 
sions must  not  exceed  some  level  or  that  a  product  meet  certain  safety 
requirements.  Incentive  mechanisms  such  as  taxes  or  subsidies  are  more 
automatic  than  a  standards-plus  enforcement  approach.  But  use  of  in- 
centives^— like  the  standards  approach — requires  detection,  and  meas- 
urement of  the  event  or  effect  in  question — whether  it  be  reductions  in 
pollution  or  freight  service  to  outlying  areas.  Moreover,  unless  the  pen- 
alties (or  rewards)  associated  with  violation  of  (or  compliance  with) 
standards  are  appropriate,  compliance  may  be  unsatisfactory.  Merely 
announcing  a  standard  will  tend  to  induce  a  certain  degree  of  volun- 
tary compliance.  However,  violations  requiring  enforcement  action  will 
inevitably  occur.  In  many  cases  the  nature  of  enforcement  or  the  ex- 
tent of  the  penalty  may  provide  insufficient  incentive  for  compliance. 
Thus,  merely  setting  standards  without  realistic  enforcement  mech- 
anisms may  prove  ineffective.  This  is  particularly  true  in  cases  such  as 
environmental  and  occupational  safety  and  health  regulation,  where 
regulation  must  cover  millions  of  pollution  sources  and  workplaces.  If 
compliance  costs  are  high,  voluntary  compliance  will  be  slight. 

Proponents  argue  that  the  incentive  approach  is  preferable  because  it 
provides  firms  and  consumers  with  the  freedom  to  adopt  the  least  costly 
(or  most  beneficial)  way  of  achieving  goals.  But  it  is  possible  for  a 
standards  approach  to  provide  similar  flexibility — thus,  in  that  regard, 
incentives  are  not  the  exclusive  alternative.  To  a  significant  degree,  it 
depends  on  the  type  of  standard  that  is  used.  One  major  variety  is  the 
"specification  standard" — a  standard  which  specifies  certain  attributes 
of  the  production  or  consumption  process,  such  as  the  height  of  rail- 
ings, the  design  of  cars,  or  type  of  pollution  control  equipment.  Speci- 
fication standards  direct  how  something  must  be  done,  thereby  limiting 
the  ability  to  choose  the  most  efficient  method.  By  contrast,  "perform- 
ance standards"  mandate  a  level  of  achievement — miles  per  gallon  or 
emission  levels — thus  allowing  freedom  to  choose  the  least  adverse  or 
most  beneficial  method  of  compliance.  As  such,  performance  standards 
are  capable  of  yielding  a  flexibility  similar  to  that  of  general  incentives. 
Therefore,  in  that  regard,  the  issue  is  not  "standards"  versus  incen- 
tives, because  some  of  the  virtues  of  the  latter  may  be  found  in  the 
former  depending  on  the  type  used. 

(127) 
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But,  differences  between  the  standards  and  incentives  approaches 
are  deeper.  A  standard  requires  compliance  by  everyone  within  a 
named  class.  Uniform  standards,  whether  of  the  performance  or  speci- 
fication type,  coupled  with  high  penalties  (such  as  plant  shutdown) 
could  compel  compliance  even  that  which  is  both  very  costly  and 
minimally  beneficial.  By  contrast,  an  incentive  approach  (or,  to  an 
extent,  a  standard  with  lower  expected  penalties)  would  allow  firms 
and  individuals  to  weigh  the  costs  of  compliance  against  the  costs  of 
not  complying.  The  EPA  experience  indicates  that *  standards  are  not 
binding  and  absolute  commands.  But  the  stigma  of  violation  may  in- 
duce compliance  even  when  the  social  benefits  do  not  outweigh  the 
costs.  Explicit  incentive  approaches  can  allow  a  more  balanced  weigh- 
ing of  the  degree  of  compliance  against  its  cost.  They  induce  the  lew 
cost  polluters  to  clean  up  and  leave  the  high  cost  polluters  paying  the 
tax. 

These  considerations  do  not  apply  only  to  safety,  health  or  environ- 
mental regulation.  For  example,  advocates  of  continued  ICC  truck- 
ing regulation  assert  that  (presumably  unremunerative)  service  to 
small  communities  is  required  (and  provided)  as  a  condition  of  grant- 
ing certificates  of  convenience  and  necessitjr.  It  is  not  clear,  however, 
that  present  regulation  does  in  fact  induce  the  provision  of  such 
service.  Such  regulation  is  equivalent  to  a  performance  standards  ap- 
proach, but  without  specified  desired  levels  of  performance.  Compli- 
ance, if  any,  will  depend  on  carrier  vulnerability  to  regulatory  pressure,, 
and  will  presumably  be  very  uneven.  Some  carriers  may  be  un- 
duly burdened,  and  some  communities  either  underserved  or  over- 
served.  An  incentive  approach,  providing  explicit  subsidy  (or  tax 
concession)  for  certain  quantities  of  service  would  allow  carriers  more 
rationally  to  weigh  costs  against  benefits,  and  would  probably  be  both 
cheaper  and  more  effective. 

Thus,  in  comparing  "standards"  with  "incentives"  approaches  to 
regulation  two  basic  considerations  should  be  kept  in  mind.  First,  the 
degree  of  success  of  standards  will  depend,  to  some  extent,  on  the  costs 
of  not  complying.  These  costs  involve  consideration  of  the  probability 
of  detection  and  anticipated  penalties.2  Second,  the  effect  of  standards 
will  depend  in  part  on  whether  they  are  of  the  performance  or  speci- 
fication type.  Some  criticism  of  the  standards  approach  more  aptly 
applies  to  technological  specification  standards.  Correctly  designed 
performance  standards  can  be  less  rigid  and  can  allow  lower  costs  of 
compliance.  Finally,  incentives  must  be  properly  designed  to  encourage 
the  desired  behavior  with  minimal  undesircd  side  effects.  Perhaps  most, 
importantly,  economic  incentives  provide  a  continuous  incentive  to  in- 
novate. And  they  lessen  the  probability  of  confrontation  over  ^non- 
compliance" and  threats  to  shut  down  whole  industries. 

There  are  many  different  forms  of  government  incentives  to  induce 
certain  behavior,  as  an  alternative  to  more  traditional  regulatory  con- 
trols. The  major  categories  of  incentives  are  discussed  in  detail  in  the 
sections  that  follow. 


1  Sec  Larry  RufT,  op.  elt..  In  Appendix  to  this  volume. 

2Fftr  a  discission  of  the  relatively  Insignificant   inspection  probabilities  and  penalties- 
lmpoied  by  OSIIA  see  Zeckhauser  ami  Nichols,  in  Appendix  to  this  volume. 
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A.  Direct  Subsidies  as  Regulatory  Instruments 

Direct  public  subsidies  have  a  long  history  as  instruments  of  regu- 
latory control.  Subsidies,  in  turn,  have  in  certain  instances  encouraged 
or  necessitated  regulation.  An  original  purpose  of  CAB  regulation, 
especially  regarding  route  restrictions,  was  a  desire  to  keep  the  Federal 
subsidy  to  airlines  within  bounds.  Subsidy  was  used  for  years  to  sus- 
tain first  both  trunk  and  local  service  lines,  and  some  of  the  latter  are 
still  subsidized.3  The  present  range  of  Federal  subsidy  programs  is 
vast,  including  financing  medical  care  to  the  aged  and  needy,  support- 
ing price  levels  of  agricultural  products,  and  absorbing  risk  through 
Federal  insurance  programs  and  loan  guarantees.  All  such  programs 
could  be  broadly  classed  as  regulatory,  in  that  they  attempt  to  induce 
output,  prices  or  product  mixes  different  than  would  emerge  from  a 
free  market  environment. 

Direct  subsidies  are  those  given  to  a  certain  group  visibly  in  the 
form  of  either  cash  or  valuable  resources.  The  actual  subsidies  can 
take  a  number  of  forms:  Cash,  credit,  and  benefits-in-kind.  Credit 
subsidies  involve  the  granting  of  loans  at  below  market  rates  or  govern- 
ment loan  guarantees.  Benefits-in-kind  are  benefits  paid  in  particular 
goods  and  services,  such  as  lower  cost  food  (through  food  stamps), 
medical  care,  subsidized  postal  service,  airport  planning  grants  and 
other  services.4 

1.  The  scope  of  Federal  subsidy  programs  and  possible  regulatory 
roles  for  direct  subsidies 
Table  5-1  shows  total  Federal  subsidy  costs  in  1970  and  1975,  as 
estimated  by  the  staff  of  the  Joint  Economic  Committee. 


TABLE  5-1.  SUMMARY  OF  FEDERAL  SUBSIDY  COSTS 
[In  billions  of  dollars] 

Direct  cash 
subsidies 

Tax  subsidies  i 

Credit 
subsidies 

Benefit-in-kind 
subsidies 

Total  order 
of  magnitude 

1970 

1975 

1970 

1975 

1970 

1975 

1970 

1975 

1970 

1975 

Agriculture 

4.4 

0.6 

0.9 

1.1 

0.4 

0.7 

5.7 
1.5 
8.6 
2.6 
3.2 
1.0 

11.7 

2.1 

.5 

18.0 
9.5 

2.5 

1.5 

4.6 

.1 

.4 

....... 

.2 
1.8 

5.9 

10.2 

.1 

.4 

....... 

1.7 
1.9 

5.9 

Health 

.8 
2.0 
1.9 

.1  . 

.1 

.1 

.3 
2.0 

.6 
3.3 
5.0 

""IT 

.i 

.6 
.3 

3.2 

.6 

.8 

.3 

8.7 

2.0 

"'iu' 

9.4 

5.8  . 
.7  . 
1.0 
1.5 
12.9 
4.1  . 
.1  . 
19.3 
13.1 

16.6 

Manpower 

Education 

Internst.onal 

Housing 

Natural  iesources 

.......... 

.6 
3.0 

.......... 

.1 

..... 

.9 
1.1 

..... 

4.1 
6.5 

2.4 
15.7 
4.4 

2.3 

Commerce 

Other 

21.5 
13.2 

Total  order  of  magnitude2.. 

11.6 

12.3 

39.9 

59.7 

4.1 

2.9 

8.8 

20.2 

64.4 

95.1 

i  Included  for  comparison.   A  tax  subsidy  is  a  special  law  provision  allowing  an  individual  or  firm  engaging  in  a  spe- 
cific activity  to  pay  lower  taxes  than  he  otherwise  would. 
2  individual  items  may  not  add  to  totals  due  to  rounding  error. 

Source:  Federal  Subsidy  Programs,  op.  cit.,  p.  6. 

These  costs  include  only  the  estimated  budgetary  expenses,  forgone 
trtx  revenues,  and  gains  to  borrowers  from  subsidized  credit.  The  esti- 

3  See  Keeler  in  appendix  to  this  volume. 

*  For  a  listing  see  Federal  Subsidy  Programs.  A  Staff  Study  prepared  for  the  use  of  the 
Subcommittee  on  Priorities  and  Economy  in  Government,  Joint  Economic  Committee,  Octo- 
t-er  18,  1974,  p.  14. 
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mates  do  not  include  any  costs  from  distorted  resource  allocation  or 
inefficient  production,  and  do  not  consider  any  real  economic  benefits. 

Most  of  the  Federal  subsidy  programs,  and  the  bulk  of  the  expendi- 
tures, appear  directed  at  purposes  only  remotely  related  to  regula- 
tion as  discussed  in  this  report — such  as  the  correction  of  monopoly, 
internalizing  external  costs  or  benefits,  providing  information,  and 
dealing  with  natural  resources  monopolies.  To  the  contrary,  the  lion's 
share  of  Federal  subsidies  are  essentially  designed  to  redistribute  in- 
come to  certain  groups  in  society.  This  is  particularly  true  for  agricul- 
tural subsidies,  food  stamps,  medicare  and  medicaid,  housing  assist- 
ance, and  many  of  educational  subsidies.5  However,  some  have  argued 
that  agricultural  subsidies  and  price-stabilization  programs  are  needed 
to  assure  an  adequate  level  of  investment  and  supply  of  products.6  But 
the  evidence  in  support  of  this  proposition  is  very  thin.7  The  subsidies 
may  in  fact  be  an  alternative  to  much  tighter  governmental  control  of 
agricultural  production  and  prices — not  because  of  any  necessity  to 
do  so  to  insure  good  economic  performance,  but  because  of  the  desire 
to  assure  stable  and  high  incomes  to  agricultural  interests  . 

How  might  direct  (or,  in  fact,  other  types  of)  subsidies  be  used  as 
alternatives  to  present  regulation  ?  They  may  be  appropriate  in  a  num- 
ber of  situations.  First,  when  the  goal  is  to  increase  output  (as  in  the 
case  with  regulated  monopolv) .  a  subsidy  per  unit  output  could  induce 
production  expansion  toward  the  competitive  rate.  This  could  eliminate 
output  restriction,  but  it  would  not  serve  another  major  goal  of  regu- 
lation, to  wit :  constraining  excess  profits.  In  addition,  it  would  be  diffi- 
cult to  determine  the  appropriate  size  of  the  subsidy.  An  experimental 
approach  could  be  attempted,  beginning  with  a  small  per  unit  sub- 
sidy which  was  gradually  increased.  Yet  the  firm  might  have  a  strong 
incentive  to  hold  back  on  output  increases  to  induce  larger  subsidies, 
thereby  increasing  the  tax  burden  of  the  subsidy  program.  Such  a 
solution  to  monopoly  problems  has  not  been  implemented. 

Direct  subsidy  could  also  be  used,  in  lieu  of  regulatory  cross- subsidy, 
to  provide  service  which  would  otherwise  be  nonemunerative.  This  is 
still  being  done  for  local  service  airlines,  which  have  received  annual 
payments  of  over  $70  million  in  recent  years.  In  transportation,  direct 
subsidization  of  unremunerative  service  would  have  one  principle 
advantage  over  the  present  svstem  of  cross-subsidization :  It  might  in 
fact  provide  increased  service  to  some  areas  and  do  so  without  the 
distorting  effects  of  present  regulation.  As  discussed  above,  it  does  not 
appear  in  trucking  and  airlines  that  regulation  has  in  fact  resulted 
in  substantial  cross-subsidy  or  provision  of  service  which  would  other- 
wise be  unremunerative. 

Some  subsidy  programs  have  clearer  retrulatorv  purposes.  Air  pol- 
lution manpower  training  <rrants  ($13  million  in  fiscal  vear  1975)  sup- 
plement other  Federal  efforts  in  the  area ;  8  and  could  substitute  for 
larger  enforcement  resources.  Subsidies  to  local  service  airlines  ($7:17 
million  is  fiscal  year  1075)  °  may  be  considered  a  substitute  for  more 

mrimm  "vvuiornl  Ftofwldy  rrosrams,"  Tbid.,  for  a  discussion  of  the  scope  and  purposes  of 
individual  subsidy  programs. 

a  See  Tanya  Roberts  in  Appendix  to  this  volume. 

I  li.l.l. 

II  "The  Kconomics  of  Federal   Subsidy  Programs,"  op.  cit.,  p.  56. 
9  Ihld.  p.  107. 
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detailed  CAB  regulation  of  airline  scheduling.  Still  another  example 
is  the  subsidy  to  Amtrak,  which  is  an  alternative  to  potentially  futile 
attempts  to  cross-subsidize  rail  passenger  service.10 

ICC  prevention  of  railroad  abandonments  has  surely  provided  some 
cross-subsidy,  but  perhaps  at  the  cost  of  deterioration  of  the  rest  of 
the  rail  system.  Direct  subsidies  to  prevent  the  abandonments  might 
preserve  some  otherwise  uneconomic  service  while  allowing  the  rail- 
roads to  invest  in  more  productive  areas.  The  RRRR  Act  provides  for 
such  subsidies. 

Subsidies  could  be  used  in  lieu  of  price  control  regulation,  de- 
signed to  protect  consumers  from  the  impact  of  drastic  increases  as 
occurred  with  the  OPEC  oil  price  increase  or  as  might  occur  with  de- 
regulation of  natural  gas  or  "old"'  oil.  The  subsidies  might  take  the 
form  of  tax  rebates  or  direct  payments.  Like  price  controls,  subsidies 
could  have  adverse  consequences,  particularly  in  regards  to  scarce 
resources  and  products:  low  prices  are  thus  maintained  and  wide  con- 
sumption assured,  with  enormous  waste  one  of  the  results.  That  has 
occurred  with  natural  gas.11  A  less  distorting  solution  would  be  to 
provide  payments  to  all  low  income  or  otherwise  disadvantaged 
groups  so  that  the  payments  did  not  wholly  depend  on  their  consump- 
tion of  the  affected  goods.  This  would  somewhat  mitigate  the  adverse 
effects  of  the  price  increase  without  inducing  greatly  increased  con- 
sumption. Still  another  alternative  would  be  to  provide  some  subsidy 
in  the  form  of  transferable  ration  coupons  allowing  the  purchase  of 
limited  quantities  at  a  reduced  price;  thereafter,  additional  amounts 
would  be  purchased  at  the  newly  higher  market  price. 

Because  of  the  cost  incurred,  some  existing  subsidy  program  im- 
pose unnecessarily  high  costs.  For  example,  the  U.S.  maritime  indus- 
try enjoys  several  direct  subsidies  which  may  be  of  questionable  merit 
and  economically  inappropriate.  The  Merchant  Marine  Act  of  1936  12 
authorizes  the  Federal  Maritime  Administration  to  pay  "construction 
differential  subsidies"  for  new  vessels  built  in  American  shipyards. 
The  amount  of  the  construction  differential  subsidy  can  equal  the 
difference  between  U.S.  and  estimated  foreign  ship  construction  costs, 
up  to  a  maximum  of  50  percent  of  cost.13  During  fiscal  years  1971- 
75  the  Maritime  Administration  paid  $811  million  under  the  pro- 
gram.14 Over  time,  defense  and  national  security  interests  have  re- 
peatedly been  used  to  justify  this  and  other  subsidies.15  The  shipyard 
capacity  needed  for  the  national  defense  cannot  be  easily  estimated. 
But  the  construction  differential  subsidy  may  cause  needless  ineffi- 
ciency because  of  its  "cost  plus"  character.  Up  to  the  subsidy  limit  the 
ship  builder  has  less  incentive  to  keep  costs  down  because  higher  costs 
just  mean  higher  subsidy.  Such  subsidy  program  may  be  justifiable 
on  national  security  grounds,  but  the  costs  are  substantial  with  obli- 
gations of  over  $250  million  in  1976,  and  higher  than  they  would  be  if 

10  On  Airlines  see  Theodore  Keeler,  "The  Regulation  of  Domestic  Trunk  Airlines,  An  Eco- 
nomic Appraisal"  and  on  Trucking  see  James  R.  Nelson,  "ICC  Regulations  of  Surface  Freight 
Transportation,"  in  appendix  to  this  volume. 

11  See  Ronald  Braeutigam  "Natural  Gas  Regulation,"  in  Appendix  to  this  volume. 
"U.S.C.  per  1151  et  seq.  (1970). 

13  U.S.  Department  of  Justice,  The  Regulated  Ocean  Shipping  Industry,  January  1977, 
Appendix  D,  pages  1-2. 

14  See  Gerald  R.  Janscher.  "Federal  Aids  to  the  Maritime  Industries,"  in  "The  Economics 
of  Federal  Subsidy  Programs,  Part  6 — Transportation  Subsidies,"  a  compendium  of  paper 
submitted  to  the  Joint  Economic  Committee,  February  26,  1973. 

15  Ibid.,  p.  2. 
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not  based  on  the  differential  between  U.S.  and  foreign  costs.  Federal 
branch  line  subsidies  under  the  Railway  Revitalization  and  Regula- 
tory Reform  Act  will  induce  even  greater  inefficiency,  since  100  per- 
cent of  the  overrun  for  the  first  year  and  90  percent  the  second  year 
is  covered.16  Subsidy  plans  requiring  substantial  cost  sharing  would 
mitigate  this  effect.  Title  VI  of  the  Merchant  Marine  Act  of  1936  17 
authorizes  payment  of  subsidies  to  cover  the  differential  operating 
costs  of  American  vessels  over  foreign  vessels.  This,  too,  can  lessen 
incentives  to  keep  down  costs. 

2.  The  relative  merits  of  direct  and  cross-subsidy 

Of  course,  all  subsidies  can,  as  intended,  result  in  the  provision  of 
service  at  less  than  the  cost  of  production.  But,  unlike  cross  subsidiza- 
tion, direct  subsidies  do  not  necessarily  induce  further  distortion  in 
the  regulated  sectors  and  related  industries.  For  example,  since  1971, 
Amtrak  has  been  subsidized  at  over  $100  million  per  year.  The  1976 
budget  allowed  $350  million  for  operating  grants  and  $110  million 
for  capital  grants.  It  is  virtually  inconceivable  that  a  subsidy  ap- 
proaching that  size  could  be  provided  from  increased  rail  freight  rates. 
Had  such  an  attempt  been  made  in  the  past,  the  shift  to  trucking  would 
only  have  been  more  rapid,  far  reaching  and  possibly  socially  ineffi- 
cient. This  "purity-'  or  lack  of  distorting  effect  of  direct  subsidies 
should  not  be  exaggerated ;  paying  subsidies  will  require  tax  increases 
with  accompanying  effects  on  incentives  and  income  distribution.  And 
subsidizing  the  use  of  a  particular  input,  such  as  capital,  can  encour- 
age its  costly  overuse.  Cross  subsidies,  of  course,  benefit  the  recipients 
of  the  services  at  the  expense  of  those  paying  higher  prices.  Direct  sub- 
sidies benefit  recipients  and  service  users  at  the  expense  of  taxpayers. 
This  does  not.  of  course,  mean  that  the  tax  cost  of  the  direct  subsidy 
will  equal  the  revenue  increase  required  to  yield  enough  of  a  cross- 
subsidy  to  produce  the  desired  quantity  of  service.  To  cross-subsidize, 
regulation  must  hold  some  prices  above  costs.  Unless  regulatory  control 
is  complete,  this  will  induce  service  competition  which  will  consume 
some  of  the  revenues  potentially  available  for  cross-subsidy.  Therefore, 
per  unit  service  provided,  direct  subsidy  may  be  considerably  cheaper 
than  cross-subsidy.18 

Subsidy  programs  cannot  totally  replace  direct  regulation.  Offering 
subsidies  will  induce  firms  to  expand  output.  If  subsidies  are  given 
per  unit  output,  unless  quantitative  restrictions  are  placed  on  firms 
such  as  by  output  quotas,  production  and  hence  the  total  subsidy  pay- 
ment may  be  larger  than  initially  planned.  Also  firms  may  enter  to 
capture  some  of  the  subsidy,  generating  pressure  for  entry  controls 
or  other  means  of  limiting  payments.  This,  in  turn,  can  weaken  com- 
petitive pressure  on  the  incumbents  and  raise  costs.  To  keep  down  the 
subsidy  (and  hence,  tax)  burden  and  maintain  efficiency,  subsidy  pro- 
grams might  be  combined  with  competitive  bidding  for  specified  quan- 
tities and  types  of  service.  The  "Air  Transportation  Act"  considered 
in  the  94th  Congress,  contained  provisions  to  this  effect:  The  CAB 
would  determine  the  extent  to  which  "essential"  levels  of  air  service 
may  (in  a  substantially  deregulated  environment)  not  be  available  to 

10  Public  Law  01-210,  section  K05. 
"TT.S.C.  pnr.  1171.  et  sen,.  (1070). 

"Of   course,    the   higher   quality   service  induced   by   high   prices   presumably  has  some 
value  to  users. 
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some  communities.  In  cases  where  such  "essential"  service  may  be  lack- 
ing, the  Board  would  contract  with  a  carrier  to  provide  a  specific  level 
of  service  for  up  to  three  years.  Selection  of  a  low  cost  contractor  is  to 
be  encouraged  by  competitive  bidding;  efficiency  pressures  are  to  be 
maintained  by  the  fixed  price  nature  of  the  contract.  These  contract 
subsidy  provisions  were  intended  as  transitional  measures,  and  are  per- 
haps most  appropriate  for  the  interim  period  during  which  communi- 
ties adjusted  to  the  new  regulatory  environment.  Yet,  if  direct  sub- 
sidies were  desired  as  part  of  the  permanent  environment,  contract 
subsidy  bidding  could  be  an  efficient  method  of  administration.  It 
should  also  be  noted  that  the  "Airline  Deregulation  Act  of  1978",  while 
continuing  the  present  subsidy  program  for  a  period  of  years,  also  au- 
thorizes that  new  programs  will  be  based  on  community  rather  than 
carrier  needs.19 

All  subsidy  programs — and  indeed  all  programs  designed  to  in- 
crease output  or  returns  to  producers — will  tend  to  create  a  policy- 
dependent  class  of  producers.  In  other  words,  if  the  rationale  for  the 
subsidy  (or  other  regulation)  becomes  anachronistic,  favored  groups 
will  become  strong  opponents  of  change.  Entry  will  have  occurred 
and  capacity  expanded  so  that  most  current  producers  will  enjoy  at 
least  normal  returns  on  investments.  Thus  subsidies,  as  other  protec- 
tions, should  be  carefully  evaluated  before  being  granted.  This  does 
not  appear  to  have  been  the  rule  in  setting  up  past  Federal  subsidy 
programs.  In  its  review  of  all  Federal  subsidy  programs  the  staff  of 
the  Joint  Economic  Committee  applied  three  standards : 19a 

1.  Does  the  subsidy  correct  a  market  deficiency  ? 

2.  Is  the  subsidy  efficient  in  terms  of  the  costs  required  to  ob- 
tain the  desired  benefits  ? 

3.  Does  the  subsidy  distribute  its  benefits  to  lower,  middle,  and 
high  income  beneficiaries  in  a  pattern  that  is  acceptable  to  so- 
ciety?" 

Review  of  the  40  special  studies  performed  for  the  Committee  led  to 
the  conclusion  that  those  subsidy-granting  standards  were  not  met.20 
For  example,  capital  grant  subsidies  for  urban  mass  transportation 
may  have  involved  a  waste  of  over  20  percent,  by  encouraging  overly 
rapid  and  unnecessary  replacement  of  buses.21 

Analysis  of  Federal  housing  programs  including  direct  and  tax  sub- 
sidies indicated  that  more  direct  assistance  was  provided  to  middle 
and  upper  income  households  than  to  lower  income  householders;  thus 
the  distributional  goal  of  that  effort  is  not  achieved.  Finally,  a  re- 
view of  Federal  maritime  subsidies  noted  that — 

[i]t  reflects  no  credit  on  any  of  the  parties  connected  with  the 
program  [the  construction  subsidy  program]  that  no  public  esti- 
mates of  its  cost  were  ever  demanded  or  volunteered  as  it  moved 
toward  enactment — apart  from  an  obvious  fallacious  estimate 
of  $1  billion  .  .  ,22 
Without  careful  consideration,  the  major  benefits  of  visibility  and 
susceptibility  to  oversight  of  direct  subsidy  programs  can  become 
illusory. 

19P.L.  05-504,  05th  Cons..  2d  sess.   (1078). 
i9a  Federal  Subsidy  Programs,  op.  cit.,  p.  1. 

20  Ibid.,  p.  2. 

21  Ibid.,  p.  3. 

22  Gerald  R.  Jantscher,  "Federal  Aids  to  the  Maritime  Industries,"  op.  cit.,  p.  778. 

30-308—78 11 
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In  summary,  a  potential  advantage  of  direct  subsidies  is  that  the 
amounts  are  visible  and  subject  to  Congressional  review  during  the 
budgetary  process.  This  should  be  contrasted  with  both  cross-subsidy 
via  regulation  and  indirect  subsidy  via  price  control  or  other  grants  of 
privilege  which  cannot  so  easily  be  monitored  and  reviewed.  Also  di- 
rect subsidies  are  paid  by  the  general  taxpayer,  not  the  users  of  higher 
priced  regulated  services  as  would  be  the  case  with  cross-subsidization. 
General  revenue  financing  might  seem  appropriate  in  the  case  of  sub- 
sidies justified  by  certain  Federal  interests,  such  as  national  security. 
But  subsidies  are  not  justified  if  the  potential  for  general  benefit  or 
achievement  of  a  social  goal  is  not  clear. 

B.  Tax  Preferences:  Less  Visible  Forms  of  Direct  Subsidy 

Manipulation  of  the  corporate  income  tax  can  influence  rates  of  in- 
vestment and  production  in  various  industries.  Similarly,  personal  tax 
deductions  or  credits  can  be  used  to  affect  consumption  decisions.  Tax 
preferences  are  presently  used  to  encourage  investment  in  the  "non- 
profit" sectors  of  the  economy  including  education,  health  and  religion. 

The  budgetary  costs  of  tax  preference  are  similar  to  those  of  direct 
Government  subsidies  in  cash  or  in  kind.  One  difference  is  that  if  direct 
subsidies  increase  firms'  profits,  part  of  the  initial  payment  may  be 
returned  to  the  Government  as  tax  revenue.  Direct  reduction  in  tax 
liability  does  not  have  this  effect  but  does  yield  a  dollar  increased  re- 
turn to  the  firm  per  dollar  of  tax  forgiveness.  Thus  direct  subsidies 
would  appear  more  attractive  in  terms  of  impact  on  the  budget  itself. 
The  choice  between  tax  preferences  and  direct  or  indirect  subsidies 
often  seems  to  depend  more  on  political  feasibility  and  administrative 
convenience  than  on  any  substantive  difference.  To  achieve  the  same 
goals  as  a  subsidy  program  or  direct  regulation,  tax  preferences  must 
be  calibrated  to  affect  firm  decisions.  Although  subsidies  can  be  given 
per  unit  output  or  service,  income  tax  preferences  or  credits  are  more 
difficult  to  calibrate  in  as  precise  a  fashion.  One  method  would  be  to 
grant  full  or  partial  credit  status  to  expenditures  or  earnings  asso- 
ciated with  the  desired  activity,  including  tax  deferral  or  accelerated 
depreciation  of  equipment.  Tax  liability  can  at  maximum  be  reduced 
to  zero,  so  preferences  may  not  provide  sufficient  incentive. 

Tax  subsidies  or  "expenditures"  are  the  amount  by  which  taxes  are 
decreased  below  what  they  would  be  through  "normal"  tax  treatment 
of  a  cerl  a  in  activity.  Such  expenditures  or  tax  preferences  are  very  sub- 
stantial indeed  .Table  5-2,  which  contains  the  most  current  informa- 
tion, indicates  an  estimated  1975  total  of  over  $50  billion.  Figures  pub- 
lished in  1070  bv  the  Senate  Budget  Committee  indicate  an  estimated 
1977  total  of  almost  $104  billion.23 

As  in  the  case  of  direct  subsidies,  this  estimate  represents  only  budg- 
etary expenditures  and  does  not  include  or  purport  to  approximate  the 
real  economic  costs  of  the  program.  For  example,  1  lie  estimated  tax 
subsidy  to  oil,  gas  and  mineral  extraction  from  "depletion  allow- 
ances" in  1977  was  $1,595  billion.  This  does  not  mean  that  firms  saw 
themselves  as  earning  almost  $1.6  billion  in  "excess  profits"  from  this 

"Derived  by  summing  1077  estimates  for  the  00  programs  discussed  in  United  States 
Senate,  Committee  on  the  Budget,  Tax  Expenditures:  "Compendium  of  Background  Mate- 
rials on  Individual  Provisions,"  107G. 


135 

provision  or  that  in  1977  stockholders  earned  that  much  higher  re- 
turn from  their  investments.  By  lowering  costs  of  operation  the  spe- 
cial tax  treatment  presumably  encouraged  expansion  of  operations 
and  entry  of  new  firms,  driving  down  the  rate  of  return.  Also  when 
the  benefits  were  initially  granted,  the  expected  value  was  presumably 
reflected  in  stock  prices,  so  original  investors  received  a  once-and-for- 
all  windfall  gain.  Original  investors  leaped  these  gains,  but  many 
present  stockholders  presumably  receive  on  average  only  normal  re- 
turns.24 For  that  reason,  withdrawal  of  such  favors  might  be  viewed  as 
taking  when  nothing  has  been  given.25 

1.  Possible  /( gvlatory  roles  of  tax  preferences 

The  possible  roles  of  tax  preferences  as  an  alternative  to  regulation 
are  very  similar  to  those  of  direct  subsidies  in  cash  or  in  kind.  One 
diiference  is  that  tax  preferences  are  not  so  easily  estimated,  and  may 
not  be  as  capable  of  close  review  by  Congress  and  the  public.  However, 
review  is  not  impossible,  as  the  Budget  Act  requires  the  President  and 
congressional  Budget  Committees  to  publish  utax  expenditures 
budgets."  26 

As  with  most  direct  subsidies,  the  nature  of  many  tax  concessions 
do  not  appear  closely  related  to  the  major  regulatory  purposes  dis- 
cussed in  this  report.  Table  5-2  indicates  that  tax  expenditures  or 
preferences  directed  to  regulatory  goals  are  generally  very  small  rela- 
tive to  those  aimed  at  redistributing  income  to  particular  groups  (de- 
ductibility of  mortgage  interest  and  property  taxes  on  owner-occupied 
housing),  encouraging  investment  (investment  tax  credit  and  capital 
gains  treatment  of  some  income),  or  providing  relief  to  small  business 
(corporate  surtax  exemption) . 

Table  5-2.  Leading  and  potentially  "regulatory"  tax  expenditures,  1977 
(in  millions  of  dollars,  estimated) 

Leading  tax  expenditures 

Investment  tax  credit 9115 

Deductibility  of  mortgage  interest  and  property  taxes  on  owner-occupied 

housing 8533 

Exclusion  of  capital  gains  at  death 0475 

Exclusion  of  pension  contributions  and  earnings:  Employee  plans 7280 

Capital  gains:  individual 

Corporate  surtax  exemption 018.1 

Charitable  contributions  deduction 5260 

Potentially   "regulatory"   tax  expenditures 

Exclusion  of  employer  contribution  to  health  insurance  and  medical  care 4225 

Deductibility  of  medical  expenses 2  !  •" 

Expensing  of  intangible  drilling,  exploration  and  development  costs 1035 

Excess  of  percentage  over  cost  depletion  ("depletion  allowance") 1595 

Capital  gains  treatment  of  coal  and  iron  ore  royalties 70 

Capital  gains  treatment  of  certain  timber  income 230 

Pollution  control:  5-year  amortization 15 

Deferral  of  tax  on  shipping  companies 130 

Railroad  rolling  stock:  5-year  amortization 10 

Source :  "Tax  Expenditures,"  op.  cit,  various  pages. 


24  The  same  points  apply  to  all  forms  of  assistance  (or  hindrance) — Including  direct  and 
indirect  subsidy  and  taxation. 

25  This  can  lead  to  strong  opposition  to  regulatory  changes.  See  Gordon  Tullock,  "The 
Transitional  Gains  Trap,"  op.  cit.  and  see  Ch.  6  of  this  volume. 

38  Ibid.,  p.  5. 
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2.   Tax  preferences  for  mineral  extraction  and  alternatives 

Percentage  tax  depletion  of  minerals  might  be  considered  "regu- 
latory", since  it  could  lessen  dependence  on  potentially  insecure  foreign 
supplies.  However,  to  serve  that  purpose,  the  preference  would  logic- 
ally be  given  only  to  producers  of  mineral  for  which  import  depend- 
ence and  risk  are  high.  And  that  is  certainly  not  the  case  for  coal  and 
iron  ore,  and  is  probably  not  true  for  copper  and  a  wide  range  of  other 
minerals.  Domestic  resources  of  many  critical  minerals,  the  supplies 
of  which  are  potentially  insecure,  are  so  sparse  that  there  is  essentially 
no  production,  and  that  situation  would  be  unlikely  to  change  even 
with  very  large  subsidies.27  In  most  cases,  the  alternatives  of  stock- 
piling appears  preferable.28  Moreover  long-range  effects  of  such  sub- 
sidies can  be  perverse,  because  they  encourage  rapid  and  uneconomic 
depletion  of  domestic  resources.  To  be  sure,  such  subsidies  are  one  al- 
ternative to  direct  government  requirements  that  minerals  be  produced. 
Presently,  Federal  "diligence  requirements"  are  intended  to  encourage 
production  by  lessees  of  many  government-owned  mineral  properties, 
particularly  coal.  Penalties  for  not  fulfilling  the  requirements  are 
severe,  ultimately  involving  lease  revocation.  Thus  production  is 
encouraged. 

A  related  policy  objective  of  the  Federal  mineral  management  pro- 
gram is  curbing  what  is  seen  as  "undue  speculation"  or  "holding  back" 
of  production  in  anticipation  of  higher  prices.  For  example,  S.  9,  the 
proposed  "Outer  Continental  Shelf  Lands  Act  Amendments  of  1977," 
lists  as  one  of  its  purposes  "avoiding  undue  speculations."  (Section 
205(a)  (6).)  Speculation  could  be  undue  if  mineral  resource  owner- 
ship were  highly  concentrated  (or  if  firms  were  colluding),  and  the 
flexibility  of  alternate  supplies  were  small  enough  that  present  pro- 
ducers and  resource  owners  could  drive  up  the  price  by  contracting 
production  or  holding  reserves  out  of  production.  Another  regulatory 
rationale  to  encourage  production  would  be  to  offset  the  inhibiting 
effect  of  per  unit  royalties,  which  may  raise  costs  to  producers  far  above 
the  resource  cost  to  society. 

However  there  are  other  objectives  which  may  conflict  with  the 
goal  of  increasing  production. 

The  Department  of  the  Interior  has  stated  its  major  goals  for  man- 
agement of  Federal  mineral  resources  as : 29 

1.  to  insure  orderly  and  timely  resource  development; 

2.  to  protect  the  environment;  and 

3.  to  insure  the  public  a  fair  market  value  return  on  the  dis- 
position of  its  resources. 

Obviously  these  goals  may  conflict,  and  a  balancing  of  those  various 
interests  may  be  required.  For  example,  "timely"  development  might 
l:o  so  rapid  as  to  conflict  with  environmental  protection  or  insuring  the 
public  a  "fair  market  value  return."  As  previously  discussed,  the  "con- 

*•  See  Charles  River  Associates,  "Economic  Considerations  Underlying  Supply  Access 
Agreements  :  A  General  Analysis  and  Prospects  In  Ten  Mineral  Markets,"  U.S.  Department 
of  Labor,  Bureau  of  [nternatlonal  Labor  Affairs,  107">. 

«  Ibid. 

29  U.S.  Congress.  Senate  Committee  on  Interior  and  Tnsular  Affairs,  "Federal  Leasing 
bu'1  Disposal  Policies,"  Hearings,  92d  Cong.,  2d  Sess.,  .Time  19,  1072  (Washington,  U.S.  Gov- 
ernment  Printing  Office),  pp.  38-89,  cited  in  U.S.  Cong.,  Senate  Comm.  on  Interior  and 
Insular  Affairs.  "Federal  Leasing  of  Petroleum  on  the  Outer  Continental  Shelf,"  Com- 
mittee Print,    (Washington,  U.S.  Government  Printing  Office),  p.  3. 


137 

servation"  problem  is  to  discover,  develop,  and  extract  resources  so 
they  will  be  used  when  they  are  most  valuable  to  society.  Conducting 
leasing  to  "insure  the  public  a  fair  market  value  return"  may  focus 
attention  too  much  on  assuring  large  Government  revenues  from 
bonuses  and  royalties,  without  sufficient  attention  toward  encouraging 
efficient  rates  of  production.  The  social  value  of  resources  comes  from 
their  production  and  use.  And  that  value  is  achieved,  when,  viewed 
from  the  present,  their  consumption  would  be  most  useful  to  society. 

However,  holding  resources  off  the  market  in  expectation  of  higher 
prices  is  generally  rational  conservation.  This  may  not  apply  if  the 
markets  are  not  competitive  or  if  firms  believe  thai  withholding  will 
cause  relaxation  of  regulation. 

Federal  policy  with  respect  to  coal  production  on  Federal  lands 
produces  an  interesting  example  of  the  merits  of  tax  preferences  rela- 
tive to  other  alternatives.  Under  present  policy,  as  defined  by  the  Fed- 
eral Coal  Leasing  Amendments  Act  of  1945  30  and  regulations  issued 
pursuant  to  it,31  all  coal  lessees  must  produce  at  least  1  percent  of 
their  reserves  within  10  years,  and  the  balance  must  be  extracted 
within  40  years.  The  administrative  burden  of  enforcement  of  these 
regulations  may  be  substantial. 

A  potentially  more  efficient  alternative,  considered  and  proposed 
by  the  Interior  Department,  was  the  payment  by  the  companies  of 
"advance  royalties  in  lieu  of  continuous  operation."  32  With  such  pay- 
ments lessees  would  have  an  automatic  incentive  to  commence  produc- 
tion promptly,  for  they  would  incur  royalty  costs  whether  or  not  they 
produced.  The  incentive  effect  can  be  substantial.  And  incentives  for 
reasonably  rapid  production  would  be  provided  without  the  necessity 
of  direct  regulation.  Also,  the  policy  goal  is  to  assure  prompt  produc- 
tion to  prevent  "withholding"  or  for  whatever  reason,  the  royalty  ap- 
proach appears  simpler  and  more  directly  effective  than  either  deple- 
tion allowances  or  direct  regulation. 

3.  The  merits  of  selected  "regulatory"  tax  preferences 

The  rapid  amortization  provisions  for  pollution  control  equipment 
and  rolling  stock  acquisition  were  adopted  following  repeal  of  the 
Investment  Tax  Credit  in  1969. 33  For  pollution  control  equipment  the 
stated  rationale  was  to  ease  the  financial  burden  of  compliance  with 
such  regulatory  requirements.34  In  the  case  of  rolling  stock  acquisition, 
Congress  intended  to  encourage  railroad  modernization,  increase  effi- 
ciency, reduce  freight  car  shortages  and  aid  financing  of  new  equip- 
ment.35 As  Table  5-3  indicates,  the  amounts  of  tax  expenditure  or  sub- 
sidy are  small.  Reinstatement  of  the  investment  tax  credit  has  reduced 
the  potential  impact  of  these  programs,  as  the  credit  is  not  available 
for  property  subject  to  rapid  amortization.  The  pollution  control  pro- 
vision applies  only  to  equipment  in  service  before  1976.  Railroads 
without  tax  liability  did  not  benefit  directly  but  were  still  encouraged 
to  increase  rolling  stock  purchases  by  leasing  equipment  from  financial 
institutions  including  banks  and  insurance  and  leasing  companies. 

30  Pub.  L.  94-377. 

31  41  F.R.  56643. 

32  40  FR  50070  (Dec.  31.  1975)  ;  41  FR  21779  (May  28,  1976). 

33  "Tax  Expenditures,"  opt.  cit.,  p.  45. 

34  Ibid.,  p.  39. 

35  Ibid.,  pp.  45-46. 
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The  marine  shipping  company  tax  deferral  allows  U.S.  vessel  oper- 
ators to  deposit  earned  income  in  a  capital  construction  fund  (CCF).36 
Deposits  are  tax  deductible,  taxes  on  earnings  are  deferred,  and  no 
taxes  are  paid  if  withdrawals  are  used  to  purchase  or  pay  for  Ameri- 
can made  or  reconstructed  vessels.  By  redepositing  gains  on  vessel  sales 
and  income  from  operations,  taxes  can  be  deferred  indefinitely.  The 
purpose  of  the  provisions  was  to  stimulate  U.S.  shipbuilding;  while 
the  quantitative  impact  of  the  program  is  not  known,  it  can  be  as- 
sumed that  more  shipbuilding  to  some  extent  has  occurred  as  a  result. 

One  problem  with  the  accelerated  amortization  and  investment  tax 
credit  methods  is  that  they  affect  only  actions  involving  tangible  capi- 
tal investments.  In  the  case  of  railroad  rolling  stock  the  poor  credit 
position  of  most  roads  may  have  made  this  appropriate.  The  measure 
directly  affected  a  policy  problem,  namely  freight  car  shortages.  But 
in  itself,  the  provision  contained  no  incentives  for  increased  efficiency. 
Rapid  amortization  of  pollution  control  equipment  may  be  particu- 
larly important  for  firms  in  poor  credit  positions,  because  of  required 
investments  in  "unproductive"  (i.e.,  not  directly  revenue-producing) 
capital.  But  the  provision  may  have  encouraged  capital-intensive 
control  measures  at  the  expense  of  potentially  cheaper  and  less  capital- 
intensive  methods.  This  was  accentuated  by  restricting  the  provision 
to  equipment  designed  specifically  for  pollution  abatement  and  no 
other  purpose.  Thus,  recycling  facilities  with  pollution  control  capa- 
bilities may  not  have  qualified  for  favorable  tax  treatment.  Pollution 
sources  with  small  profits  and,  hence,  tax  liabilities  would  have  been 
less  able  to  take  advantage  of  the  provision  and,  therefore  received 
little  incentive  to  reduce  pollution.  On  the  average,  these  would  tend 
to  be  the  smaller  pollution  sources  which  are  both  numerous  and,  per 
unit  emission  reduction  obtained,  relatively  costly  to  monitor  by  ad- 
ministrative action.  The  tax  credit  provision,  therefore,  appears  weak- 
est "just  where  the  greatest  strength  was  required. 

A  general  tax  on  emissions  (or  subsidy  to  reduce  pollution)  could 
achieve  the  same  result  at  less  total  cost  to  society.  The  principal  ad- 
vantage of  the  tax  subsidy  to  equipment  is  its  administrative  feasi- 
bility: continuous  monitoring  of  individual  plants  appears  less  essen- 
tial (thoutrh  equipment  testing  and  certification  is)  and  the  program 
can  be  at  least  partially  administered  through  the  existing  tax  system. 
But  if  the  equipment  is  ineffective  the  program  will  have  no  effect. 
Allowing  accelerated  amortization  encourages  the  installation  of  more 
equipment  but  provides  no  incentive  to  currently  operate  and  maintain 
it  or  to  train  workers  or  adjust  prices  or  production  processes.37 

The  income  tax  exemption  for  interest  on  State  and  local  govern- 
ment bonds.38  and  the  exemption  of  public  enterprises  from  most  taxes 
have  influenced  the  relative  rules  of  public  and  private  enterprise, 
particularly  in  electric  power.  Municipal  expansion  has  been 
encouraged,  with  n  reduction  in  the  scope  of  State  regulation. 

Federal  tax  preferences  might  encourage  service  to  small  communi- 
ties or  specific  areas  of  the  country  in  lieu  of  direct  or  indirect  sub- 

■■'■  IMd..  pp.  43  4  I. 

:'~  More  basically,  BUbsidlea  for  abatement  are  pronorally  loss  appropriate  tban  taxes. 
Wbllo  subsidies  may  encourage  abatement  they  also  ran  lower  the  cost  of  polluting 
activities  below  wbat  it  might  otherwise  have  boon  with  a  tax  or  penalty  and  so  poten- 
tlallv  contribute  to  Increased   pollution. 

"Estimated  1  077  tax  subsidy  of  $4.">  million  ;  sop  ibid.,  p.  515. 
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sidios  and  regulatory  service  requirements.  Local  and  State  govern- 
ments presently  use  these  devices  to  attract  industry.  Alternatives 
includo  lower  tax  rates  on  income  earned  in  designated  areas  or  some 
tax  forgiveness  to  firms  in  proportion  to  their  provision  of  such  serv- 
ice. The  major  policy  concern  about  those  preferences,  as  well  as 
nearly  all  subsidies,  is  whether  they  are  properly  Federal  or  local 
responsibilities.  If  local  governments  grant  the  tax  preferences,  locali- 
ties will  both  reap  the  benefits  and  pay  the  costs.  Federal  tax  prefer- 
ences place  no  burden  on  the  locality  and  may  encourage  communi- 
ties to  demand  larger  amounts  of  uneconomic  service. 

4-  Energy -related  tax  preference  proposals 

Tax  credits  and  incentives  are  more  significant  regulatory  tools  with 
the  enactment  of  various  provisions  of  the  Carter  Administration's 
National  Energy  Act  and  related  legislation.  The  regulatory  purposes 
of  the  legislation  can  be  seen  as  the  internalization  of  a  variety  of  "ex- 
ternal effects"  of  reliance  on  imported  oil — including  undue  exposure 
to  risk  of  future  embargoes  and  price  increases,  and  resulting  con- 
straints on  foreign  policy.  Other  major  rationales  advanced  include 
concern  over  resource  depletion  and  the  environmental  effects  of  fuel 
production  and  use.39  More  generally,  energy-related  tax  proposals  are 
both  numerous  and  wide-ranging.  This  section  discusses  selected  pro- 
posals which  would  rely  on  tax  preferences  of  various  sorts.  Some  of 
the  proposals  would  result  in  very  substantial  tax  subsidies  or 
expenditures. 

Portions  of  the  National  Energy  Act  as  enacted  by  Congress  provide 
for  tax  credits  for  a  variety  of  residential  energy  conservation  invest- 
ments. A  non-refundable  credit — up  to  $300 — is  provided  for  15  percent 
of  the  first  $2,000  spent  on  equipment  installed  in  principal  residences. 
The  credits  cover  investments  in  insulation,  weatherstripping,  clock 
thermostats  and  other  items.40  The  credit  would  be  nonrefundable,  not 
being  allowed  to  exceed  tax  liabilities,  and  would  be  granted  only  for 
improvements  to  the  owner's  principal  residence,  without  application 
to  renters  or  condominium  owners.  These  restrictions  necessarily  reduce 
the  total  potential  effect  on  energy  conservation  activities.  The  non- 
refundability  provision  adversely  affects  potential  benefits  to.  and 
conservation  activities  by,  lower  income  owners.  Conversely  the 
principal  residence  restriction  diminishes  potential  benefits  to  higher 
income  owners.41  A  tax  subsidy  favoring  low  income  owners  can  be 
justified  not  only  on  equity  grounds  but  by  the  relatively  infrequent 
use  of  insulation  and  other  conservation  devices  by  such  groups.  For 
example,  in  1975,  of  families  in  single  homes  88.7  percent  of  those  with 

39  See  Department  of  Energy  Office  of  Public  Affairs.  "The  National  Energy  Act."  Novem- 
ber 1978.  Hereinafter  cited  as  '"National  Energy  Act."'  The  Carter  Administration's  energy 
tax  proposals  as  initially  proposed,  are  contained  in  H.R.  6831,  95th  Congress,  the  pro- 
posed "Energy  Tax  Act  of  1077."  See  also  H.R.  5263,  95th  Congress,  the  proposed  "Energy 
Production  and  Conservation  on  Tax  Incentive  Act."  For  discussion  of  the  reasons  for  the 
energy  program  in  general  and  the  tax  proposals,  in  particular,  see  e.g..  T\S.  House  of 
Representatives.  Committee  on  Ways  and  Means,  "Energy  Program  Section-by-Section 
Description  of  H.R.  6831 — The  Administration's  Tax  Proposals  Relating  to  Energy,"  Com- 
mittee Print.  May  13,  1077,  p.  3.  and  particularly  U.S.  House  of  Representatives,  Com- 
mittep  on  Wavs  and  Means.  Energy  Programs:  Economic  and  Budget  Considerations, 
Committee  Print.  June  3,  1077.  pages  3-6   [hereinafter  note  as  Energy  Program-6]. 

'"  National  Energy  Act,  op.  cit. 

41  See  'Energy  Program-6".  opt.  cit..  pp.  77-19  for  a  discussion  of  these  and  other 
other  restrictions  in  the  original  proposals. 
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incomes  of  $25,000  to  $35,000  had  attic  insulation  and  62.7  percent  had 
storm  windows.42  In  contrast,  only  half  of  the  families  with  incomes 
under  $2,000  had  attic  insulation  and  just  over  a  third  had  storm 
windows.  The  percentages  of  families  having  or  adding  such  devices 
generally  rose  with  income  level.43 

In  addition,  insulation/construction  proposals  could  involve  very 
substantial  tax  subsidies.  The  effect  of  these  provisions  on  the  use  of 
conservation  devices  depends  on  the  responsiveness  of  consumer  de- 
mand to  price,  and  on  the  effect  of  the  proposals  on  prices  and  avail- 
ability of  the  relevant  equipment  and  materials.  Such  a  credit  should 
very  significantly  increase  the  demand  for  the  relevant  products  and 
services.  Anticipation  of  its  passage  and  application  retroactive 
to  April  20,  1977,  appears  to  have  greatly  boosted  demand,  par- 
ticularly for  fiberglass  insulation.44  Since  much  of  the  increased  de- 
mand will  be  essentially  a  one-time  affair  for  retrofitting,  addition 
of  substantial  new  capacity  may  not  be  justified.  Any  additions  of 
capacity  may  take  considerable  time,  thereby  reducing  the  period  over 
which  homeowners  may  use  the  credit.  Rapid  demand  growth  will 
probably  cause  price  increases  which  will  further  reduce  the  effect  of 
the  credit  on  conservation  and  energy  consumption.45  The  fiberglass  in- 
sulation industry  now  consists  of  only  three  firms,  and  either  indi- 
vidually or  jointly  they  may  consequently  have  significant  market 
power.46  By  decreasing  the  proportion  of  the  price  paid  by  consum- 
ers, the  tax  credit  would  provide  an  incentive  for  producers  to  raise 
prices.47  That  potential  situation  clearly  warrants  antitrust  monitor- 
ing though  it  is  not  clear  what  antitrust  could  accomplish.  The  prob- 
lem is  delicate,  for  the  price  increases  that  may  result  from  this  and 
other  programs  can  play  a  vital  role  in  allocating  scarce  supplies 
among  competing  users,  and  imposing  price  controls  could  impede  ca- 
pacity expansion. 

Since  at  present  high  energy  prices  consumer  would  gain  substan- 
tially from  energy  conservation  even  without  a  credit,48  is  the  subsidy 
from  taxpayers  necessary  ?  Consumers  are  apparently  quite  aware  of 
the  benefits  of  insulation ;  in  1975,  22  percent  of  all  homes  added  some 
form  of  insulation.  For  a  more  extensive  credit,  proposed  as  part  of 
H.R.  6831,  the  CBO  estimated  that  of  the  23.8  million  house- 
holds forecast  as  adding  insulation  over  the  credit  period,  7.8  million 
or  almost  one-third  would  be  induced  to  do  so  by  the  credit,  while  the 
remainder  would  make  the  improvements  in  any  event.  And  even  that 
may  overstate  the  effect  of  the  credit.  In  its  absence,  insulation  (and 
Other  conservation  devices)  would  probably  be  less  expensive  for  sig- 
nificant periods  of  time,  clearly  lessening  the  effect  of  the  credit.  What 
might  justify  such  a  subsidy  when  private  benefits  appear  substan- 
tially to  exceed  costs?  Presumably  some  type  of  external  effects  would 
be  involved.  It  is  not  clear  whether  these  effects  justify  a  tax  subsidy  of 
the  amount  proposed. 


«IbW.( 

p.   10. 

«  Ibid., 

!>[>.    10-11. 
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«  11. id. 
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dtuation  Is  similar  to  that  of  insurance  in  general,  nnd  hospital  insurance 
In   particular.    Insured  consumers  paying  only  a  small  share  of  the  price,  will  presumably 
be  less  sensitive  to  costs. 
«  II. id.,  p.  15-17. 
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Accepting  the  merits  of  proposals  designed  to  increase  residential 
energy  conservation,  are  tax  credits  the  best  method  for  accomplish- 
ing that  purpose?  One  alternative  would  be  to  require  through  '"stand- 
ard'' setting  certain  energy  conservation  measures  or  energy  efficiency 
performance.  Such  standards  are  now  mandated  for  new  structures  by 
the  Energy  Policy  and  Conservation  Act.  Yet  that  approach  has  seri- 
ous drawbacks.  Defining  and  enforcing  such  standards  is  difficult  in 
any  case,  but  very  complex  for  existing  structures.  It  would  be  most 
difficult  to  know  what  measures  were  even  feasible,  much  less  cost-ef- 
fective, for  existing  structures.  How  the  standards  on  new  structures 
will  affect  the  variety  and  cost  of  future  construction  remains  to  be 
seen.  On  balance,  the  tax  credit  approach  appears  clearly  preferable 
for  existing  structures,  and  may  also  be  a  desirable  supplement  or  al- 
ternative for  the  new.  Like  all  incentive  mechanisms,  credits  require 
some  degree  of  monitoring  to  prevent  fraud  and  deception.  But  action 
is  automatic,  and  individuals  are  free  to  weigh  the  costs  and  benefits  of 
taking  various  actions.  Also  the  tax  credit  mechanism  does  use  an  es- 
tablished agency  and  method  for  reporting. 

Taxation  is  another  alternative  for  addressing  energy-consumption 
related  problems.  The  insulation-residential  conservation  program 
yields  the  desired  energy  savings  only  to  the  extent  that  resources 
are  expended  on  conservation  devices  such  as  insulation.  Encour- 
agement of  potentially  cheaper  methods  such  as  turning  down 
thermostats  and  wearing  sweaters  is  of  course  unaffected  by  tax 
credits.  Since  some  potentially  economical  methods  of  conserva- 
tion are  not  encouraged,  both  the  total  cost  for  the  level  of  fuel- 
saving  achieved  and  the  fuel  saving  achieved  per  dollar  of  tax 
subsidy  may  be  lower  than  with  a  more  general  incentive,  such 
as  a  per  BTU  tax  on  energy  use.  If  such  a  tax  were  general  and  uni- 
form it  would  yield  energy  savings  at  the  lowest  cost.49  Differentially 
higher  taxes  on  oil  and  gas  could  have  the  desired  effect  of  contribut- 
ing more  substantially  to  reduce  import  dependence,  albeit  at  higher 
total  resource  cost  than  a  uniform  tax  per  BTU. 

Taxes  and  credits  would  have  quite  different  distributional  effects. 
Credits  redistribute  income  from  taxpayers,  in  general,  to  those  who 
qualify  for  the  advantage.  In  this  regard,  the  favored  class  will  tend 
to  be  those  facing  relatively  high  energy  costs.  Since  the  total  benefit 
from  insulating  one's  home  rises  with  fuel  use.  credits  may  tend  differ- 
entially to  benefit  heavy  energy  users.  This  result  may  be  equitable  as 
these  individuals  presumably  lost  more  from  the  original  energy  price 
escalations  following  the  1973  Arab  oil  embargo.  On  the  other  hand, 
energy  taxes  would  redistribute  income  from  heavy  energy  users  to 
others. 

C.  Indirect  or  ^Invisible''  Sejbseoees 

This  section  discusses  subsidies  which  are  indirectly  given  and  thus 
may  be  "invisible/'  in  the  sense  that  they  do  not  appear  in  either  an 
expenditure  or  "tax  expenditure"  budget.  Such  subsidies  may  be  given 
in  kind,  as  were  land  grants  to  railroads  and  some  universities,  or  in- 


49  This  abstracts  from,  e.g.,  the  differing  environmental  consequences  of  producing  and 
using  various  energy  sources. 
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directly  in  casli  through  legally  mandated  increased  demand,  as  ex- 
clusive rights  to  coastal  shipping  are  granted  to  the  U.S.  maritime  in- 
dustry by  so-called  cabotage  laws.50  Other  apparent  indirect  subsidies 
come  from  profits  conferred  by  entry  restrictions,  which  can  be  viewed 
as  funds  for  potential  cross  subsidy.  One  example  is  the  above-com- 
petitive prices  paid  at  one  time  for  airmail  shipments. 

A  key  feature  of  indirect  subsidies  is  their  quality  of  "invisibility." 
Indirectness  itself  is  difficult  to  define,  as  subsidies  are  alwa}^s  granted 
to  some  firms  or  individuals  and  are  therefore  "direct"  at  some  level. 
For  example,  should  above-market-price  purchases  of  materials  for 
Government  stockpiling  be  considered  a  direct  or  indirect  subsidy  ? 51 
The  payment  is,  of  course,  direct.  But  the  amount  of  subsidy — that  is, 
excess  of  revenue  over  normal  market  revenue — may  be  difficult  to  ob- 
serve and  need  not  explicitly  appear  in  a  budget  statement.  In  one 
sense,  any  subsidy  granted  to  a  group  other  than  that  which  public 
policy  intended  to  benefit  is  indirect. 

Indirect  subsidies  are  widespread  in  transportation.  Water  carriers 
use  Government  improved  and  financed  rights-of-way  and  pay  no  tolls 
for  their  use.  Motor  carriers  utilize  Government  provided  highway  sys- 
tems, and  user  charges  imposed  by  license  fees  and  fuel  taxes  may  not 
fully  cover  costs  imposed  on  the  system,  especially  by  heavy  trucks.52 
The  costs  of  those  uses,  as  well  as  grants  of  resources,  are  generally 
not  reflected  in  budgets.  Therefore,  benefits  and  costs  of  such  subsidies 
are  exceedingly  difficult  to  estimate.  But  some  of  the  qualitative  effects 
and  general  orders  of  magnitude  are  clear.  Consider  the  cross-subsidi- 
zation case.  Without  requirements  to  provide  nonremunerative  service, 
entry  restrictions  subsidize  the  (original)  owners  of  the  protected 
firms.  With  required  cross  subsidization,  users  of  the  otherwise  non- 
remunerative  services  gain  at  the  expense  of  other  users.  The  net  costs 
of  the  cross  subsidy  necessarily  include  the  additional  costs  of  those 
users  forced  by  high  prices  to  use  more  costly  modes  of  service. 

Air  traffic  control  is  an  example  of  "invisible'',  indirect  subsidies. 
While  safety  considerations  justify  a  centralized — and,  even  perhaps. 
government-owned — traffic  control  system  at  major  airports,  landing 
fees  and  jet  fuel  taxes  do  not  cover  Federal  and  local  costs  of  the  sys- 
tem. Also  the  fees  do  not  reflect  the  real  costs  (especially  in  terms  of 
risk  and  congestion)  imposed  on  the  system,  because  charges  do  not 
vary  over  time  and  with  traffic  conditions.  As  a  result,  general  avia- 
tion receives  a  substantial  subsidy  in  terms  of  relatively  inexpensive 
(or  free)  use  of  highly  scarce  peak- period  landing  and  runway  rights. 
This  subsidy  appears  in  no  budget  but  is  nevertheless  a  real  cost  of 
operation  of  the  general  aviation  system.  It  is  "paid"  for  by  users  of 
commercial  flights,  who  incur  longer  delays  in  holding  patterns,  and 
by  all  airport  users  who  are  exposed  to  greater  risk  of  accidents.  The 
latter  cost  is  impossible  to  evaluate,  though  the  cost  of  a  single  air- 
line accident  can  be  truly  enormous.  The  former  cost  will  depend  on 
the  value  which  passengers  place  on  their  time  and  on  the  cost  of  the 

'Cabotage's  original  meaning  is  "navigation  along  the  coast."  The  relevant  law,  sec- 
tion 27  of  the  Merchant  Marine  Act  of  1!>27,  Is  commonly  known  as  the  Jones  Act. 

n  Such  payment!  were  In  fad  made  for  a  number  of  stockpiled  commodities.  See,  e.g., 
National  Commission  on  Supplies  and  Shortages,  Government  and  the  Nation's  Resources. 

■  See  also  James  R.  Nelson,  "Regulation  of  Overland  Movements  of  Freight,"  in  Appendix 
to  this  volume. 
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aircraft  rendered  unproductive  during  delays.  As  discussed  below,  these 
costs  and  hence  the  indirect  or  implicit  subsidy  to  general  aviation,  may 
be  very  high  indeed — up  to  $1,000  per  general  aviation  flight  during 
busy  hours  at  Chicago's  O'Hare  airport.  If  is  most  unlikely  that  the 
arrival  time  and  place  of  many  such  flights  are  critical  enough  to 
justify  incurring  such  costs.  But  the  indirect  nature  of  this  subsidy 
renders  it  generally  invisible;  and  granting  the  use  of  a  scarce  re- 
source, such  as  O'Hare  Field,  at  a  charge  bearing  no  relation  to  its 
value  is  a  certain  inducement  for  such  inappropriate  use.  The  early 
stages  of  railroad  development  was  greatly  facilitated  by  government 
and  land  grants,  which  constituted  a  substantial  indirect  subsidy,  per- 
haps justified  to  encourage  economic  development.  Many  indirect 
transport  subsidies  originated  in  the  government's  initial  role  in  de- 
veloping rights  of  way.  For  example,  the  original  airway  system  was 
intended  to  facilitate  a  national  interest  in  mail  delivery. 

A  common  purpose  of  regulation  is  to  assure  some  types  of  unprofit- 
able service,  a  characteristic  that  is  claimed  for  air,  rail  and  less-than- 
truckload  truck  service  to  small  communities.  The  low  "life  line"  rates 
for  small  electric  and  telephone  customers,  that  some  state  commissions 
require  of  utilities,  fall  in  the  same  category.  Such  rates  are  to  be  "sub- 
sidized'' out  of  supposed  "profits"  on  other  sales.  For  years  the  rail- 
roads w^ere  required  to  retain  unprofitable  passenger  business,  though 
this  has  now  been  transferred  to  Amtrak. 

Of  course,  such  service  can  be  supported  by  direct  government  sub- 
sidies. Such  subsidies  are  used  for  local  service  airlines  and  for  un- 
profitable rail  branch  lines.  But  in  most  cases  regulatory  agencies  do 
not  have  the  power  to  pay  subsidies,  and  ordinarily  must  rely  on 
"cross-subsidization"  on  the  part  of  the  regulated  firm.  A  recent  study 
found  little  or  no  evidence  of  such  cross  subsidy  in  trucking.  Surveyed 
motor  carriers  found  their  service  to  small  communities  to  be  as  de- 
sirable to  them  as  service  provided  to  other  areas.53 

L     Indirect  subsidies  by  reserving  markets 

Indirect  subsidies  may  also  be  provided  by  reserving  markets  to  cer- 
tain groups  and  thus  restraining  competition.  The  protection  afforded 
the  U.S.  maritime  industry  by  cargo-preference  54  and  cabotage  laws 
illustrate  such  effects. 

The  cargo  preference  laws  reserve  all  military  cargo  and  half  of 
Government  shipments  to  the  American-flag  fleet.55  Such  "prefer- 
ence" cargoes  account  for  more  than  half  of  the  total  cargo  carried  by 
American-flag  ships;  56  much  of  which  is  shipped  by  a  few  firms  57  over 
a  few  routes,  so  the  benefits  of  the  policy  are  not  general,  but  concen- 
trated heavily  on  the  lines  serving  those  routes.58  Under  present  law, 


53  The  Impact  On  Small  Communities  of  Motor  Carriage  Regulatory  Revision,  op.  eit, 
p.  80. 

54  The  main  cargo  preference  laws  are  the  "Cargo  Preference  Act"  (68  Stat.  882)  ;  the 
"Military  Transportation  Act"  of  1904,  10  USC  2631,  1970  ;  and  Pub.  Res.  171,  Ch.  90.  48 
Stat.  500  (1934),  15  USC  616a  (1970). 

55  U.S.  Department  of  Justice,  "The  Regulated  Ocean  Shipping  Industry,"  op.  cit.. 
Appendix    D,  p.  4. 

56  Data  are  for  1974  and  are  taken  from  Gerald  R.  Jantseh^r,  "Bread  Upon  the  Waters: 
Federal  Aids  to  the  Martime  Industry,"  Washington,  D.C..  Brookings,  1975,  pages  70-71 
(Tables  7-1  and  7-2)  cited  in  U.S.  Department  of  Justice,  ibid. 

57  These  include  the  Military  Sealift  Command,  the  Department  of  Agriculture,  and  the 
Agencv  for  International  Development,  the  U.S.  Department  of  Justice,  ibid. 

63  Ibid.,  Appendix  D,  p.  5. 
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direct  subsidies  are  reduced  to  those  lines  carrying  preference  cargo.59 
The  costs  of  preference  cargo  subsidies  are  difficult  to  quantify.  Yet  it 
is  clear  that  the  indirect  subsidy  is  large.  Typical  estimates  indicate 
that  preference  cargo  cost  double  what  it  otherwise  would  be  in  the 
absence  of  restriction.00  One  study  found  that  during  the  1960's  chart- 
er rates  for  U.S. -flag  vessels  were  twice  that  of  foreign  ships.61  Jant- 
scher  in  his  review  estimated  that  between  1952  and  1972  the  indirect 
subsidy  paid  by  the  Military  Sealift  Command  and  its  predecessors 
was  $3.8  billion.02  These  subsidies  are  indirect,  because  they  are  a  com- 
ponent in  higher  than  necessary  rates,  and  as  such,  do  not  appear  in  the 
budget  as  subsidies.  These  extra  payments  significantly  contribute  to 
high  cost  and  inefficient  U.S.  shipping.63 

The  cabotage  laws  or  ''coasting  laws,''  another  form  of  maritime 
support,  reserve  commerce  along  and  between  Atlantic  and  Pacific 
coasts,  to  domestically  built  U.S.-flag  ships.  The  laws  also  reserve 
to  such  ships  trade  between  the  mainland  and  noncontiguous  U.S. 
States,  territories,  and  possessions.  Unlike  cargo  preference,  cabo- 
tage laws  apply  to  shipping  by  the  public  and  private  sectors.64  By 
setting  aside  part  of  the  shipping  market  for  U.S.-built  and  registered 
vessels,  the  requirements  surely  increase  the  demand  for  such  vessels 
above  what  it  otherwise  would  be.  The  costs  of  this  shipping  are  sub- 
stantially higher  than  that  of  the  foreign  fleet,  so  the  restriction  in- 
volves a  substantial  indirect  subsidy.  Part  of  the  subsidy  cost  is 
indirectly  borne  by  shippers  and  their  customers  who  shift  cargo  at 
the  extra  expense  of  shipping  by  pipeline  to  other  modes  in  order  to 
avoid  sea  or  rail  in  preference  to  using  the  unnecessarily  high  expense 
of  using  U.S.  shipping.65  Ultimately  consumers  also  share  the  costs. 
The  magnitude  of  these  costs  is  not  capable  of  measurement,  but  surely 
is  substantial.66  As  a  result  there  is  less  use  of  coastal  ocean  shipping 
and  more  use  of  other  transport  modes  than  might  be  desirable. 

Clearly  a  major  objective  of  cargo  preference  and  cabotage  laws  is 
to  preserve  the  economic  well-being  of  the  American  merchant  ship- 
ping industries,  and  their  workers.  It  appears  that  goal  has  been  at 
least  to  some  extent  achieved.  It  is  equally  clear  that  the  inherent 
costs  have  been  very  high.  Still  another  justification  for  this  protec- 
tion is  to  secure  national  defense.  In  that  regard,  it  is  very  questionable 
that  this  is  the  most  efficient  means  toward  that  end.  There  is  no  reason 
to  IxdioA'o.  that,  the  existing  size  of  the  fleet,  which  is  fostered  by  cargo 
preference  and  cabotage  laws,  is  properly  related  to  national  defense 
nee< 


»40  CPR  Port  2S0  (1075),  cited  with  affirming  court  cases  in  ibid. 

'"  Ibid.,  Appendix  p.  6. 

"'  Memorandum  to  William  S.  Gaud,  Administrator,  AID,  from  Soya  MenschikofF,  pac:e  20 
and  note  ir>  May  20.  1070  ("Special  Ocean  Freight  Staff  Recommendations  on  Ocean 
Freight  Rate  Mat  tors"),  citrd  in  ibid. 

'-'  Jantscher,  Bread  Upon  the  Waters,  op.  cit.,  p.  88.  cited  in  ibid. 

"Two  other  subsidies  the  Operating  Differential  Subsidy  (ODS)  and  the  Construc- 
tion Differentia]  Subsidy  (CDS),  also  exist.  Note  that  in  addition  to  these  direct  subsidies 
the  Maritime  Administration  operates  the  Merchant  Marine  Academy  and  aids  state-run 
academies  which  train  officers  and  marine  engineers.  This  subsidy  is  analagous  too,  but 
more  "direct"  than  that  received  by  the  airlines  whose  pilots  generally  were  trained  at 
taxpayer  expense  during  their  military  service.  On  the  value  or  subsidized  pilot  training 
Bee  n.  Gregg  Lewis'  Unionism  and  Relative  Wages  in  the  United  States,  (Chicago;  Uni- 
versity of  Chicago  Press,  1963). 

erald  R.  Janfscher,  "Federal  Aids  to  the  Maritime  Industries,"  in  The  Economics  of 
Federal  Subsidy  Programs,  <>p.  cit.,  pages  770-780. 

,;  Gerald  Jantscher,  Ibid.,  p.  781. 

*  Ibid.,   pp.   7X1    7X2. 
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&  The  general  merits  of  indirect  subsidies 

In  summary,  indirect  or  invisible  subsidies  appear  difficult  i  o  just  i  fy 
on  economic  or  general  policy  grounds.  Their  costs  are  hidden  and  their 
incidence  more  uncertain  than  is  the  case  for  direct  subsidies. 

Thus  the  public  generally  does  not  perceive  these  subsidies  for  what 
is  fact  they  are:  Government  supports  for  private  enterprise,  the  costs 
of  which  ultimately  fall  on  consumers.  Some  indirect  or  invisible 
subsidies  are  reflected  somewhat  in  budgets,  but  are  not  identified  as 
such.  On  the  other  hand,  cross  subsidization  does  not  appear  at  all  in 
the  budget,  and  so  is  subject  to  even  less  congressional  and  public 
scrutiny.  Thus,  because  it  is  not  known  how  much  is  thereby  received 
and  by  whom,  it  is  virtually  impossible  to  determine  if  the  benefits  out- 
weigh the  cost,  or  whether  social  goals  are  achieved.  Moreover,  due  to 
this  invisibility,  such  goals  may  not  even  have1  been  articulated. 

D.  Regulatory  Options  When  Decisionmakers  do  not  Bear  Full 
Costs  or  Where  Information  is  Imperfect;  Principles  and  Pol- 
icy Considerations 

A  common  concern  underlies  the  activities  of  Federal  regulatory 
agencies  concerned  with  health,  safety  and  consumer  protection :  Pri- 
vate market  transactions  may  yield  socially  inappropriate  results  be- 
cause firms  and  individuals  do  not  appropriately  take  account  of  the 
public  consequences  of  their  actions.  Of  course,  it  is  no  simple  task  to 
define  what  constitutes  such  "appropriate"  consideration.  Yet  when 
decisionmaking  ignores  or  "uuderemphasizes"  consequences,  even 
though  the  benefits  of  taking  them  into  account  would  outweigh  the 
costs,  an  "externality  problem"  may  exist  and  may  be  worthy  of  Gov- 
ernment action.  Since  lack  of  knowledge  could  cause  even  the  most 
conscientious  to  ignore  some  consequences,  information  and  other 
"externality  problems"  can  be  considered  as  very  much  related 
problems. 

External  effects  may  be  significant  and  justify  intervention  in  areas 
other  than  health,  safety  and  environment,  For  example,  a  major 
justification  for  many  energy  taxation  proposals  is  that  firms  and  con- 
sumers do  not  sufficiently  take  account  of  the  potential  impacts  of 
future  oil  import  crises,  by  reducing  their  consumption  of  oil  and  oil 
substitutes,  and  by  investing  in  various  forms  of  protection  such  as 
stockpiles.  Present  high  energy  prices,  coupled  with  widespread  ex- 
pectations about  future  prices,  has  motivated  firms  and  consumers  to 
take  some  action,  and  it  appears  that  market  incentives  are  moving 
the  private  sector  in  the  right  direction.07  But  it  is  implausible  to 
believe  that  a  consumer  will  fully  take  account  of  the  foreign  policy 
effects  of  oil  import  dependence  in  deciding  where  to  set  the  thermostat, 
or  whether  to  purchase  proper  home  insulation.  While  business  firms 
have  profit  incentives  to  protect  against  future  crises  by  avoiding  use 
of  risky  fuels,  they  too  are  likely  to  ignore  or  underweigh  such  politi- 
cal factors.  Thus,  important  considerations  may  remain  "external"  to 
the  marketplace,  and  thus  may  be  appropriate  for  Government  action. 
Further,  private  actions  to  reduce  import  dependence  might  weaken 

67  See,  e.g.,  "The  U.S.  Has  a  National  Energy  Policy,  and  It's  Working,"  Washington  Post, 
March  19,  1978,  page  El,  noting  private  actions  to  conserve  fuel  convert  from  oil  to  coal, 
and  discover  new  energy  resources. 
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OPEC  or  reduce  its  price  for  oil.  Any  one  firm  would  reap  only  a  very 
small  proportion  of  the  benefits  from  such  action,  and  so  the  major 
part  of  the  benefit  from  "deterring"  or  moderating  OPEC  actions  may 
be  ignored  by  the  marketplace.68  One  interpretation  of  much  of  Carter 
Administration  and  other  energy  proposals  is  an  attempt  to  inter- 
nalize this  type  of  externality.69 

1.  Direct  and  indirect  subsidies  can  lead  decisionmakers  to  under- 
value costs 

Externalities  may  also  be  caused  by  policies  set  by  government  or 
other  institutions.  For  example,  health  care  is  not  only  largely  cov- 
ered by  insurance  but  heavily  subsidized,  so  a  large  portion  of  that 
expense  is  external  to  those  using  such  care.  These  costs  are  borne  by 
taxpayers  and,  to  the  extent  that  inefficiency  results,  by  those  who  pay 
the  medical  insurance.70  As  a  result  there  may  be  overuse  of  medical 
care  and  escalation  of  health  cost.  In  addition,  increased  health-care 
use  by  one  group  will  directly  impose  costs — such  as  higher  taxes — on 
other  groups.  The  most  direct  solution  would  be  to  eliminate  the 
various  subsidies.  But  doing  so  could  be  contrary  to  other  important 
social  purposes,  such  as  public  assistance  to  the  poor  and  needy.  Other 
solutions  include  stronger  incentives  for  cost  and  utilization  control, 
and  a  wide  range  of  more  or  less  detailed  regulation. 

This  type  of  "financial  externality,''  71  is  quite  common  and  may  be 
used  as  an  argument  for  regulation  in  a  variety  of  situations.  For 
example,  with  subsidized  medical  care,  part  of  the  cost  of  all  accidents 
and  injuries  is  borne  by  taxpayers.  This  could  justify  more  vigorous 
occupational  safety  and  health  regulation.  So  too,  automobile  acci- 
dents necessarily  impose  costs  on  others  not  directly  involved,  such  as 
publicly  financed  police  services  that  are  required.72  Financial  exter- 
nality could,  in  part,  justify  regulatory  measures  concerning 
automotive  safety  equipment 73  and  better  highway  design,  as  well  as 
educational  programs  like  driver  training.  Although  present  in  many 
situations,  financial  or  other  externalities  are  not  always  an  adequate 
justification  for  Federal  regulatory  controls.  As  discussed  below,  in- 
tervention may  be  more  appropriate  only  where  consequences  are 
potentially  severe  and  irreversible,  or  where  private  incentives  would 
not  lead  to  satisfactory  solutions.74 

#.  Differing  types  of  spillovers  (externalities)  mandate  differing 
policies 

So  too,  differing  types  of  externalities  can  call  for  different  solu- 
tions. In  some  situations  results  may  be  inappropriate  because  one  or 

'  For  discussion  of  reasons  why  the  private  sector  may  not  behave  appropriately  in  such 
Circumstances,  see.  Charles  River  Associates.  "A  Framework  for  Analyzing  Commodity 
Supply  Restrictions."  National  Bureau  of  Standards— Experimental  Technology  Incen- 
tive Programs,  1976,  pages  !>:{  U)0.  and  Charles  River  Associates.  "Private  and  Public 
Stockpiling  for  Future  Shortages,"  National  Commission  on  Supplies  and  Shortages,  op. 

"•The  proposals  have  other  goals  including  conservation  and  environmental  protection. 
The  nxrit  of  tlie  conservation  argument  presumably  rests  on  some  type  of  externality  or 
other  market  failure.  The  goals  of  the  Carter  Administration's  energy  proposals  are  dis- 
cussed in.  e.g..  "Detailed  Fact  Sheet  :  The  President's  Energy  Program,''  Office  of  the 
White  House  Press  Secretary,  April  l>o.  F.iTT.  pages  l  2,  and  Energy  Program-  .°>,  op.  cit. 
pp    ■■    i 

ome  costs  may  be  borne  by  some  health-care  providers. 

•'  See  Zecl  hauser  and  Nichols,  op.  cl1    In  appendix  to  this  volume. 

*»  Sc  iiinich  and  Staelln,  op.  clt.  In  appendix  to  this  volume. 

■    National  Safety  Council  estimated   |  lie  annual  cost  of  accidents  at  $1)  billion.  Ibid. 

71  Since  the  direct  benefits  and  external  costs  of  most  actions  will  accrue  to  different 
group  ,  determining  appropriate  policy  will  Involve  difficult  Judgments. 
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more  of  the  parties  to  a  transaction  is  not  fully  informed  about  poten- 
tial costs  or  benefits  and  so  cannot  act  appropriately.  That  problem, 
of  course,  can  be  remedied  by  providing  proper  information.  However, 
information  that  is  highly  technical  in  nature,  may  not  be  of  much 
use  to  consumer  decisionmaking.  In  that  case,  more  direct  regulation 
may  be  desired  by  consumers  even  though  choice  is  restricted  as  a 
result.75  In  other  cases  some  of  the  benefits  or  costs  of  transactions  may 
fall  on  third  parties,  as  in  air  or  water  pollution.70  In  these  cases,  some 
form  of  intervention  may  be  needed  to  induce  or  compel  those  directly 
involved  in  decisionmaking  to  take  appropriate  account  of  all  of  the 
consequences  (i.e.,  costs  and  benefits,  conceived  generally)  of  their 
actions. 

Poor  information  and  third-party  effects  may  call  for  Government 
intervention  to  assist  citizens.  But,  flaws  in  consumer  decisionmaking 
also  may  create  problems.  For  example,  occupational  safety  and  health 
regulation  might  be  justified  because  workers  persistently  under- 
estimate the  likelihood  or  potential  consequences  of  hazards,  reasoning 
that  "it  can't  happen  to  me."  77  Or  policymakers  may  have  reason  to 
believe  that  low  income  or  restricted  opportunity  might  compel  some 
individuals  to  make  unsafe  product,  occupational  or  locational  choices 
such  as  living  in  a  highly  polluted,  unhealthy  area  which  increases 
medical  costs.  Strict  regulation  might  be  rationalized  as  a  method  to 
''equalize  opportunity"  or  partially  compensate  for  the  disadvantages 
of  low  income  or  mobility.  However,  regulation  by  whatever  ap- 
proach, be  it  standards  or  incentives,  is  not  the  only  possibility.  Con- 
ceivably the  individuals  involved,  given  the  choice,  would  prefer  the 
lower  cost  and  higher  risk  inherent  in  a  less  safe  product  or  more 
polluted  environment.  It  is  also  possible  that  affected  individuals 
might  prefer  to  save  the  costs  of  regulatory  action  rather  than  receive 
a  benefit  of  safer  products  or  a  cleaner  environment. 

E.  Market  Effects  on  Safety,  Health,  and  Other  Externality 
Problems — The  Crucial  Role  of  Information 

Market  transactions  always  occur  in  a  legal  framework  defining 
rights  and  obligations.  That  would  be  true  in  most  cases,  with  or  with- 
out Government  regulation.  Thus  wholly  "unfettered"  market  opera- 
tion does  not  mean  economic  anarchy.  Its  likelihood  is  improbable: 
public  expectations  of  Government  as  a  protector,  and  the  regulatory 
controls  that  result,  indicate  that  citizens  are  not  desirous  of  a  pure 
market  system.78  Yet  even  absent  explicit  Government  intervention 
via  regulation,  taxation,  or  other  means,  firms  and  individuals  could 
not  act  with  complete  freedom.  Under  common  law,  parties  to  trans- 
actions are  liable  for  avoidable  adverse  consequences  borne  by  others. 
Also  collective  bargaining  would  presumably  have  a  role,  as  well  as 


73  See  Roger  Noll,  Nina  Cornell,  and  Barry  Weingast,  "Safety  Regulation,"  in  Setting 
National  Priorities,  Washington,  D.C.  :    Brookings,   (1977). 

70  Imperfect  information  and  high  cos^s  of  bargaining  contribute  to  the  situation.  For 
example,  if  third  parties  damaged  by  air  pollution  could  identify  the  source  of  injury, 
they  could  pay  or  otherwise  induce  the  polluter  to  cease  the  adverse  activity,  or  sue  under 
liability  law.  Alternatively,  the  polluter  could  compensate  those  damaged.  Either  method 
would  provide  incentives  to  take  the  external  consequences  into  account.  But  such  solu- 
tions, which  may  be  plausible  for  some  types  of  occupational  safety  problems,  are 
inappropriate  for  many  health  and  pollution  matters. 

77  There  is  some  evidence  that  individuals  may  behave  in  this  manner  and,  find  them- 
selves systematically  and  unpleasantly  surprised.  See  Zeckhauser  and  Nichols,  op.  cit. 

7S  Noll,  Cornell,  and  Weingast,  op.  cit. 
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standard  setting,  information  gathering  and  other  activities  of  labor 
and  industry  groups.  As  limited  by  that  context,  the  "unfettered" 
market  is  examined  here,  not  because  it  is  a  real  alternative,  but  be- 
cause isolating  the  causes  of  its  failings  helps  evaluate  policy  alterna- 
tives. 
1.  Market  evaluation  of  the  costs  of  hazards 

In  a  system  governed  by  caveat  emptor,  consumers  and  workers 
would  initially  bear  product  and  employment  risks.  Provided  that 
suitable  and  accurate  hazard  information  were  available,  consumer 
and  worker  decisions  would  drive  down  the  prices  of  hazardous  prod- 
ucts and  raise  wages  for  hazardous  occupations.  These  differentials 
might  cover  the  perceived  costs  of  the  risks,  i.e.,  they  would  equal  the 
perceived  value  to  individuals  of  the  expected  damages.  Production  of 
hazardous  products  would  decline  as  would  the  use  of  dangerous  proc- 
esses. Producers  would  increase  profits  by  preventing  hazards  up  to  the 
point  where  the  cost  of  extra  hazard  reduction  just  equalled  the  dam- 
ages prevented.  That  is,  with  proper  information,  hazard  costs  would 
be  efficiently  considered  and  accounted  for  in  producer  and  consumer 
decisions.79 

There  is  today  substantial  evidence  that  the  labor  market  does  take 
some  account  of  relative  risks.  For  example,  injury-rate  differences 
across  manufacturing  industries  appear  to  be  related  to,  and  partially 
explainable  by,  factors  which  measure  the  likelihood  of  accidents — 
such  as  employee  turnover,  and  the  cost  to  employers  of  accidents,  as 
measured  by  risk-related  wage  differences.80  And  the  existence  of 
risk-related  wage  premiums  is  reasonably  well  documented,  at  least  for 
occupational  injuries.  One  study  found  that,  in  manufacturing  indus- 
tries where  the  yearly  death  rate  is  16  per  100,000  workers,  employees 
received  on  the  average  about  1.5  percent  higher  wages  than  comparable 
employees  in  industries  with  death  rates  of  8  per  100,000.81  This  seem- 
ing] v  indicates  that  a  worker  earning  $8,000  per  year  would  be  willing 
to  forego  $120  to  reduce  the  chance  of  death  from  0.0016  to  0.00008. 
This  risk  reduction  implies  an  expected  reduction  in  deaths  of  1 
among  a  group  of  12.500  workers.82  Assuming  that  each  worker  is  will- 
ing to  pay  $120  for  this  risk  reduction,  the  12,500  workers  together 
appear  willing  to  pay  about  $1.5  million  S3  to  avoid  one  "expected" 
death.84  This  value  is  not  out  of  line  with  some  estimates  of  OSHA- 
imposecl  compliance  costs  per  expected  life  saved. 

That  such  differentials  exist  should  not  be  surprising.  But  are  they 
adequate  to  induce  prevention  and  compensate  workers  for  hazards? 
It  is  clear  that  higher  wages  in  riskier  occupations  will  only  reflect 
typical  worker  estimations  of  hazard,  prior  to  the  occurrence  of  any 
injury.  If  in  fact  injury  or  disease  occur,  much  greater  compensation 

wFor  a  lucid  explanation  of  this  theory  see  Robert  Stewart  Smith.  "The  Occupational 
Safety  and  Health  Administration:  Us  Goals  and  Achievements,"  (Washington,  D.C.  : 
American  Enterprise  Institute),  pages  19-2G. 

m  Ibid,  pp.  '■>■■',  95. 

■  Ibid.,  p.  30. 

VJ  (12  500      1  /.0000S). 

m$1.5  million:  (1120)  x  (12,500). 

M  This  figure,  <>r  any  other  figure,  cannot  be  taken  to  measure  the  "value  of  a  life". 
Rather  it  Indicates  the  total  amounl  which  a  group  might  be  willing  to  pay  to  reduce 
expected  deaths  by  one  An  Individual  faced  with  death  would  presumably  be  willing  to 
pay  substantially  more  than  $120  to  live. 
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will  be  required  for  the  actual  losses  incurred.  Compensation  is  thus 
a  separate  issue  from  incentives  for  prevention. 

2.  Effects  of  imperfect  information  on  market  operation 

Good  information  is  essential  for  markets  to  take  account  of  such 
risks.  Since  the  causal  links  between  occupation  and  disease  are  neither 
well-known  nor  well-understood,  and  since  many  diseases  take  years 
to  develop,  the  case  for  Government  intervention  appears  particularly 
strong  for  certain  occupational  health  hazards.  It  also  may  take  time 
to  acquire  information,  whether  by  experience  or  study.  Learning  by 
experience  may  require  exposure  to  unknown  hazards.  Thus,  informa- 
tion problems  and  subsequent  flaws  in  market  functioning,  will  be 
greatest  for  subtle  and  complex  hazards,  or  for  hazards  from  infre- 
quently purchased  products.  For  example,  by  the  time  a  worker's 
occupation  causes  partial  deafness,  the  damage  has  been  done ;  lacking 
information,  the  worker  had  no  opportunity  to  demand  increased  com- 
pensation, thus  providing  proper  incentives  to  employers  to  take  pre- 
ventive action.  Yet  even  without  such  employee  pressure,  employers 
may  take  some  action  to  reduce  recognized  hazards  in  order  to  avoid 
high  costs  of  absenteeism  and  turnover  from  injury  or  illness.  Direct 
costs  to  employers  of  injury  or  illness  include  costs  of  recruiting  and 
training  replacements,  damage  to  capital  goods,  lost  profits  from  in- 
terrupted production,  continued  payments  to  those  unable  to  work, 
and  possibly  increased  workmen's  compensation  premiums.85 

Workmen's  compensation  costs  were  $4.9  billion  in  1970,  or  1.13 
percent  of  covered  wages.86  These  substantial  costs  alone  undoubt- 
edly induce  employers  to  provide  some  degree  of  safety.  The  direct 
costs  to  workers  are  also  clear.  But  the  costs  of  some  health  hazards 
may  be  so  subtle,  or  the  symptoms  so  long  in  developing,  that  workers 
may  not  identify  their  existence  and  cause.  For  instance,  high  work- 
place noise,  pollution,  and  other  adverse  conditions  may  increase  the 
rate  of  absenteeism,  and  lower  productivity.  These  "hazards''  may  not 
be  clearly  considered  or  identified,  and  so  may  not  be  properly  taken 
into  account  an  employee  career  and  job  choices.87 

Also,  if  employers  and  employees  together  8S  do  not  expect  to  bear 
the  full  costs  of  workplace  safety  and  health  hazards,  prevention  may 

85  Nicholas  A.  Ashford.  Crisis  in  the  Workplace;  Occupational  Disease  and  Injury,  (Cam- 
bridge, Mass.  :  MIT  Press,  1976),  page  347. 
*»  Ibid. 

87  Some  research  indicates  that  compensation  is  sensitive  to  working  conditions,  increas- 
ing with  the  unpleasantness  of  the  working  environment  and  the  rigidity  of  work  dis- 
cipline. See  R.  E.  B.  Lucas.  "Hedonic  Wage  Equations  and  Psychic  Wages  in  the  Returns 
to  Schooling,"  American  Economic  Review,  v.  07,  No.  4.  Sept.  1977,  pp.  549-558  ;  and 
Robert  Stuart  Smith  "Compensating  Wage  Differentials  and  Public  Policy  :  A  Review," 
Industrial  and  Labor  Relations  Review,  forthcoming.  As  with  other  "compensating"  dif- 
ferentials, a  major  question  is  not  of  existence  but  of  adequacy  as  incentive.  Another 
question  for  equity  and  social  policy  is  their  adequacy  as  compensation.  See  N.  Ashford, 
Crisis  in  the  Workplace,  op.  cit..  pages  359-362  ,and  Zechhauser  and  Nichols,  op.  cit 

88  N.  Ashford  (op.  cit.)  appears  to  indicate  that  for  efficiency  employers  must  bear  the 
full  costs  of  hazards,  though  at  other  points  he  appears  to  state  opposing  views.  The  cor- 
rect view  is  that  for  efficiency,  costs  should  in  the  first  instance  fall  on  the  party  who  can 
avoid  or  reduce  expected  damage  at  lowest  cost.  This  indicates  that  the  least  cost  result 
would  involve  some  sharing  of  cost  and  risk  between  employers  and  employees.  It  may  well 
be  that  sufficient  worker  incentives  would  be  provided  by  pain,  income  loss,  etc.  even  in 
situations  where  employers  had  full  responsibility  for  prevention  and  strict  liability  for 
worker  losses.  Since  employers  presumably  would  retain  some  control  over  hirintr.  com- 
pensation, and  the  scale  of  operations,  some  costs  would  inevitably  be  borne  by  workers. 
Similar  analysis  applies  to  product  health  and  safety  hazards. 

30-398 — 78 12 
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be  inappropriately  low.89  and  the  full  costs  of  occupational  hazards 
may  not  be  taken  into  account.  There  are  several  explanations  for  this 
result.  First,  awareness  of  the  costs  may  be  limited,  in  large  part  be- 
cause of  lack  of  knowledge  of  causal  links  between  occupation  and 
health  status.90  Latency  periods  are  often  long  and  some  toxins  in 
workplaces  interact  with  other  hazards  such  as  cigarette  smoke,  and 
relate  in  ways  that  are  difficult  to  identify.  In  such  circumstances 
workers  may  be  susceptible  to  misinformation.  For  example,  asbestos 
workers  were  told  that  only  smokers  were  at  risk,  though  company  doc- 
tors knew  that  all  faced  risks,  with  smokers  assuming  the  greatest 
danger.91  Xoise  is  a  general  stressor  and  may  impose  costs  which  do 
not  appear  to  be  noise-related.  These  effects  may  include  increased 
heart  disease,  and  reduced  visual  acuity,  and  hence  potentially  higher 
accident-related  costs  and  lower  product  quality.92  Such  effects  are 
difficult  to  identify,  and  may  not  be  well  reflected  in  employer  and 
employee  decisions.93 

Some  "indirect"  effects  are  likely  to  be  at  least  partially  internalized 
by  the  market.  And  the  absence  of  private  efforts  to  abate  a  hazard 
may  indicate  that  the  private  costs  of  the  hazard  are  largely  inter- 
nalized, that  the  costs  are  small  relative  to  the  costs  of  abatement,  or 
simply  that  the  hazard  is  not  understood. 

Due  to  the  uncertain  nature  of  some  indirect  costs,  studies  which 
only  consider  apparent  or  well-established  effects  very  often  may 
not  correctly  evaluate  the  benefits  of  hazard  reduction.94  For  example, 
evaluating  the  benefits  of  an  OSHA  noise  standard  only  in  terms  of 
reduced  hearing  losses  may  overlook  a  wide  variety  of  other,  less  ap- 
parent consequences. 

Estimates  of  benefits  may  also  involve  bias,  the  direction  of 
which  may  not  always  be  clear.95  For  example,  Professor  Robert  S. 
Smith  used  estimates  of  decreased  residential  property  values  from  in- 
creased noise  to  estimate  the  benefits  to  workers  of  reduced  workplace 
noise.98  Smith  notes  four  reasons  why  per-decibel  reductions  in  prop- 

R9  Not  all  forces  Was  the  outcome  toward  insufficient  prevention. 

1,1  Similarly,  consumers  may  be  unaware  of  product  hazards  as  in  the  case  of  thalidomide 
and  some  automobile  defects  which  today  sometimes  result  in  recalls. 

91  Paul  P.rodeur,  "Expendable  Americans"  (New  York:  The  Viking  Press,  1974,  p.  SO), 
cite  1  ii!  R.  S.  Smith,  op.  clt.,  p.  31. 

'•'-  See  N.  A.  Ashford,  "Crisis  in  the  Workplace,"  op.  cit.,  page  349.  Ashford  cites  no 
evidence  to  support  the  linkage  between  noise  and  ".  .  .  the  cost  of  accidents  and  shoddv 
workmanship  .  .  ."  (N.  A.  Ashford.  op.  cit.,  pages  349).  NIOSH  considered  the  argument 
plausible,  but  cited  no  evidence.  (NIOSH,  "Occupational  Ks^osure  to  Noise,"  p.  IV-13, 
Cited  in  R.  S.  Smith,  op.  cit..  page  52).  The  only  published  study  shows  a  correlation  be- 
tween noise  and  accidents  but  does  not  control  for  other  potentially  dangerous  factors 
which  probably  are  correlated  with  noise.  (Willard  A.  Kerr,  "Accident  Proneness  of 
Factory  Departments,"  Journal  of  Applied  Psychology.  1950.  pages  1H7-170).  In  a  more 
sophisticated  study  Smith  (op.  oil.,  page  52)  found*".  .  .  no  evidence  that  noise  Itself 
<-..niril)iites  to  injuries."  It  is  still  possible  that  noise  increases  the  severity  of  injuries. 
th  mgh  no  evidence  for  this  has  been  offered. 

"•Of  course,  collective  bargaining  may  help  internalize  such  effects. 
R.  S.  Smith,  op.  cit.,  pp.  39-58. 

'"•Ashford  appears  to  argue  that  hazard  costs  are  generally  underestimated.  See  N.  C. 
Ashford,  op.  eit..  pp.  310  378. 

Benefit!   from    reduced   hearing  loss  were   indirectly   estimated.   R.    S.    Smith,   op.   cit., 
pages   46   56.    As   Smith    notes,    these   estimates   are   in    fact    uuesses.    Put   he   noted    that   to 

lustify  the  proposed  osiia  standard  workers  would  have  to  be  willing  to  pay  at  least 
$14,000  t'>  $15,000  to  avoid  Blight  hearing  losses.  Put  manv  workers  do  not  seek  work- 
men's compensation  for  hearing  loss.  This  may  reflect  ignorance  of  the  "true"  consequences 
of  hearing  Impairment,  or  it  may  reflect  Ignorance  of  the  fact  of  hearing  loss.  Typical 
workmen's  compensation  awards  for  hearing  loss  are  in  the  $2,000  or  $3,000  range. 
("Noise  Sound  Without  Value,"  Safety  Standards,  January-February  1909.  pages  •"•  7 
an  1  state  of  New  York,  Workmen's  Compensation  Board,  Compensated  Oases  Closed,  1971, 
Research  ami  Statistics  Pull. din  No.  27  (July  1074).  p.  70.  cited  in  R.  S.  Smith,  op.  cit. 
page  56  >  Smith  notes  that  for  cases  such  as  these,  which  are  probably  more  severe  than 
the  average  (because  workers  BOUght  compensation),  "the  political  process  appears  to  put 
the  typical  value  of  hearing  Impairment  at  less  than  $."..000."  [bid. 
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erty  values  may  overstate  the  willingness  of  workers  to  pay  for  reduc- 
tions in  factory  noise.  First  there  is  evidence  that  people  are  more 
averse  to  noise  at  home  than  at  work.97  Second,  homes  are  used  by  more 
than  one  person  and  for  more  hours  per  year  than  are  spent  at  work. 
Third,  some  of  the  apparent  noise-related  decline  in  property  values 
may  reflect  not  noise  effects  but  nuisance — as  when  people  annoyed  by 
aircraft  overflights  are  bothered  by  interference  with  television  recep- 
tion or  fear  of  crashes.98  Fourth,  market  incentives  may  be  too  low 
because  some  of  the  costs  fall  on  neither  workers  nor  employers.  This 
can  occur  because  of  tax  and  other  subsidies  to  medical  care,  or  the 
lack  of  sufficient  experience  or  other  hazard-related  rating  of  work- 
men's compensation.  Injured  or  unhealthy  workers  and  their  families 
may  become  public  charges,  generating  further  financial  externalities. 
Some  of  the  costs  of  accidents  or  hazards  may  fall  on  firms  but  not  be 
easily  identifiable  as  hazard-related.  Such  costs  include  lowered 
productivity  because  of  decreased  worker  morale,  lower  efficiency  cf 
new  employees,  and  so  forth.90  Some  market  failure  in  this  regard 
^o;ns  to  result  from  lack  of  information,  which  might  be  rem<  I 
either  by  government  providing  information  on  accident  costs,  or  by 
provision  of  hazard  information  so  that  workers  and  others  could  more 
readily  demand  differential  compensation.  Any  increase  in  incentives 
to  obtain  such  information  would  itself  be  an  incentive  to  learn  more 
about  prevention. 

It  is  true  that  not  all  workers  (or  consumers  of  products)  need  be 
fully  informed  to  cause  firms  properly  to  internalize  hazard  costs. 
Earlier,  if  enough  persons  with  sufficient  mobility  are  informed,  firms 
will  have  substantial  incentives  to  take  account  of  the  costs.1  However, 
very  often  the  most  mobile  are  also  the  most  likely  to  be  the  recently 
hired  and  thus  less  knowledgeable  about  risks.  As  one  possibility,  these 
workers  may  ignore  hazards,  and  demand  less  in  the  way  of  protection 
and  compensation  differentials  for  hazard  exposure.  The  younger, 
mobile  worker  may  be  less  averse  to  risk  than  older  and  less  mobile 
workers  with  families  and  community  ties.  On  the  other  hand,  since 
these  newer  and  less  experienced  workers  are  more  likely  to  be  injured, 
there  may  also  be  a  tendency  to  overestimate  risks,  perhaps  resulting 
in  more  safety  measures  than  are  necessary  or  appropriate.2  Offsetting 
this,  employers  in  many  industries  have  a  much  greater  investment  in 
experienced  rather  than  in  new  workers.  The  cost  of  injury  to  an  ex- 
perienced worker  often  is  high,  as  a  replacement  must  be  trained.  Thus, 
employers  may  have  incentives  to  provide  less  protection  to  the  newer, 
more  mobile  workers,  although  they  may  face  the  geratest  risk  and 
hence  have  the  greatest  "need''  of  protection.  Therefore,  it  is  important 
that  information  on  hazards  be  provided  to  those  who  are  most  capable 
of  exercising  pressure  for  preventative  action. 

3.  Free  m,arhet  provision  of  safety  and  health :  Prohlems  of  equity 

A  free  market  will  provide  some  information.  Workers  and  con- 
sumers could  review  research  and  test  reports,  communicate  with 

«  Ibid.,  pp.  48-49. 

M  Ibid.,  p.  49. 

69  N.  A.  Ashford  cites  a  long  list  of  "indirect"  or  hidden  costs,  (op.  cit.,  pages  848-350). 
But  it  is  not  clear  thnt  all  of  these  are  so  hidden.  Employers  have  clear  incentives  to  be 
aware  of  the  costs  of  training  new  employees,  and  of  damage  to  capital  equipment  due 
to  accidents.   Their  insurance  companies  surely  make  them  aware  of  the  later  costs. 

1  See  Hinieb  and  Staelin.  and  Zeckhauser  and  Nichols,  both  in  appendix  to  this  volume. 

aR.  S.  Smith,  op.  cit.,  p.  31. 
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others,  or  read  product  labels.  All  the  same,  in  that  setting,  firms  may 
have  little  incentive  to  publicize  hazards.  Costs  inherent  in  providing 
information  cannot  easily  be  charged  to  all  who  benefit,  and  attempts 
to  exact  that  charge  will  encourage  efforts  to  seek  it  free  from  others. 
In  addition,  once  information  is  discovered,  it  should  be  made  avail- 
able to  all  at  the  cost  of  dissemination;  but  then  the  cost  of  discovery 
may  not  be  covered,  and  consequently  the  market  will  underproduce. 3 
The  same  arguments  hold  for  the  process  of  interpreting  complex 
information.  It  is  precisely  the  inexperienced  and  less  educated — in 
other  words,  those  who  are  exposed  to  the  greatest  risks — who  may 
have  the  greatest  difficulty  obtaining  and  interpreting  information. 
It  is  clear  that  employers  do  not  always  have  proper  incentives  to 
provide  complete  and  adequate  information.4 

Also,  information  on  particular  workplace  hazards  is  in  part  pro- 
duced and  provided  by  workers  themselves.  But  the  workers  most 
severely  affected  will  leave  the  firm  (and  the  industry),  thereby  de- 
priving others  of  a  valuable  resource.  What  that  means  is  those 
industries  with  high  turnover  will  have  relatively  less  worker-sup- 
plied information  on  hazards  and,  hence  more  need  for  government, 
action.  Alternatives  include  disincentives  to  turnover  in  some  indus- 
tries, such  as  requiring  severance  pay  or  the  vesting  of  pension  rights. 
These  policies  might,  in  turn,  raise  costs  and  unduly  impede  labor 
turnover.  Such  policies  and  others,  including  enforcement  of  strict 
standards  or  economic  incentives  for  prevention,  could  decrease  em- 
ployment opportunities  for  groups  with  relatively  low  skills  and 
urgent  desires  for  income  relative  to  hazard  protection.  All  of  which 
raises  vital  issues  of  equity  and  social  policy. 

Compensation  of  workers  can  be  viewed  as  having  two  components : 
Monetary  elements,  including  fringe  benefits,  and  nonmonetary  ele- 
ments, such  as  safe,  healthy,  and  pleasant  working  conditions.  To  some 
extent  higher  compensation  is  considered  adequate  by  workers:  For 
instance,  increased  wages  sometimes  may  "compensate"  for  increased 
risk  exposure.  As  noted  above,  the  distribution  of  total  compensation 
appears  to  be  less  unequal  than  the  distribution  of  monetary  compen- 
sation— at  least  for  workers  of  given  skills.  Hazards  tend  to  be  con- 
centrated, in  that  a  large  share  of  total  workplace  risk  is  faced  by 
workers  in  certain  particularly  hazardous  industries  or  occupations. 
Similarly,  much  pollution  is  concentrated  in  certain  neighborhoods  or 
areas.8  Such  individuals  may  be  drawn  to  such  areas  by  the  lower 
property  values,  (hence,  housing  prices  and  rents6)  due  to  their  low 
incomes  or  because  of  barriers  to  access  to  other,  more  desirable 
neighborhoods. 

It  has  been  suggested  that  occupational  hazards  may  carry  social 
benefits  in  that  some  workers  may  l>c  exposed  to  high  risks  with  the 
result  of  a  higher  standard  of  living  for  all.  For  example,  asbestos 
workers  now  experience  substantially  earlier  mortality  than  average  so 

,;  Unions  <>r  trade  associations  could  play  a  role  here. 

*  X.  A.  Ashford,  op.  <it.,  page  ''>'U'>,  discusses  this  under  the  ruhrlc  "inequality  of  access 
to  Informal  ion." 

>me  will  receive  partial  "compensation"  in  the  form  of  lower  property  values  and 
hence  rents  and  housing  prices.  Of  course,  if  pollution  increases,  present  property  owners 
will  lose  and  potential  new  residents  or  property  owners  gain. 

"For  evidence  on  the  relationship  between  pollution  and  property  values  see  R.  s.  Smith 
op.  cit..  pp.  46  52  and  Jon  i'.  Nelson,  "The  Effects  of  Mobile  Souree  Air  and  Non-Pollution 
on    Residential    Property    Values,"    Report    No.    DOT   OS   40094,    Washington,    D.C.,    197."». 
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that  "*  *  *  ships  and  buildings  may  be  properly  insulated  and  the 
brakes  of  our  automobiles  mny  function  efficiently."  7  Ashford  note- 
that  it  may  be  preferable  on  equity  grounds  to  achieve  a  chosen  level  of 

may  be  preferable  on  equity  grounds  to  achieve  a  chosen  level  of 
workplace  health  and  safety  in  a  way  that  distributes  hazards  more 
equally  among  workers,  even  if  other  methods  would  involve  smaller 
^expenditures,"  and  thus  be  more  efficient.8 

Therefore,  it  may  be  desirable  to  overrule  preferences  expressed  in 
the  market  through  regulatory  action — even  if  everyone  was  well- 
informed  about  the  markets  worked  ''perfectly'*  to  nature  and  extent 
of  possible  consequences  and  even  though  there  were  no  financial  or 
other  externalities  of  injury  and  disease.  As  Ashford  states: 

Many  working  people,  especially  the  poor  and  unsettled,  mem- 
bers of  discriminated  against  minority  groups,  and  the  geograph- 
ically and  occupational!}'  immobile — are  presently  subjected  to 
the  cruel  dilemma  of  a  very  sharp  trade-oft  between  their  health 
and  the  economic  well-being  of  their  families.  Considerations  of 
equity  and  sound  justice  dictate  that  a  daily  assumption  of  undue 
risk  not  be  a  prerequisite  for  their  claim  to  reasonable  job  secu- 
rity and  a  decent  image.9 
The  overall  effects  of  a  more  equal  distribution  of  safety  and  health 
are  unclear.   Equalized  risk  reduces  the  justification   for  increased 
wages  in  risky  occupations.  However,  some  workers  may  prefer  in- 
creased wages  to  proyide  a  better  life  for  their  families.  Thus  it  is  not 
clear  that  all  or  even  most  citizens  prefer  increased  safety  and  health 
at     a     substantial     cost     in     monetary     income     or     employment 
opportunities.10 

Also,  presumably  the  least  skilled  workers  would  be  among  the  most 
likely  to  be  laid  oif  if  output  decreased  due  to  regulatory  require- 
ments. This  group  may  include  disproportionate  numbers  of  so-called 
minority  groups.11 

.J.  The  role  of  collective  bargaining  in  occupational  safety  and  health 
Free  market  operation  does  not  mean  completely  independent  action 
by  isolated  individuals.  Unions  and  collective  bargaining  have  long 
played  an  important  role  in  occupational  safety  and  health.  A  union 
can  afford  to  acquire  and  produce  information  of  the  sort  needed  by 
its  members.  Presumably  unions  are  less  concerned  than  business  firms 
about  keeping  such  information  secret  in  order  to  reduce  costs.  Or- 
ganized labor  unions  may  be  in  a  better  position  than  government  to 
credibly  and  effectively  communicate  information  to  workers.  The 
possible  union  role  goes  beyond  information  production  and  dissemina- 

■  X.  A.  Ashford.  op.  oif..  p.  360. 

R  Ibid.,  p.  361.  Equity  is  not  defined  but  may  tip  closely  related  to  equality.  Tt  is  diffi- 
cnlt  to  see  how  this  could  take  aecount  of  the  existence  of  compensating  wapre  differentials. 
Also  efficiency  is  not  necessarily  the  same  as  minimum  expenditure.  Presumably  one  aspect 
of  efficiency  is  to  take  due  account  differing  of  worker  preferences  for  monetary  income 
compared  with  income  in  terms  of  safer  or  more  healthful  working  conditions. 

■■  Ih'al.,  p.  302.  Ashford  {roes  on  to  note  that  "whatever  the  alternative  value  judi:- 
merits  os  to  what  is  fair,  we  should  know  what  the  co^ts  are  for  those  alternn fives  we  wish 
to  consider."  It  is  not  clear  what  is  meant  by  "costs,"  or  how  they  are  to  be  weighed 
ajrainst  equality  of  risk  assumption. 

10  This  could'  be  particularly  acute  if  equality  were  achieved  by  raisin?  "standards"  on 
production  of  products  which  could  lie  imported.  The  result  could  be  trreatly  decreased 
employment  in  the  affected  industries  and  vastly  lowered  well-being  of  the  affected 
workers. 

11  See  Zeckhauser  and  Nichols,  op.  cit. 
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tion.  In  contract  negotiations  trade-offs  can  be  made  among  wages, 
safety  and  health,  and  other  dimensions  of  total  compensation.  These 
decisions  will  necessarily  consider  the  preferences  of  workers  (at  least 
insofar  as  they  are  reflected  by  the  actions  of  the  negotiators)  and 
potential  costs  to  the  employers.12  Workers  have  a  variety  of  common- 
law  and  statutory  rights  to  refuse  hazardous  work.13  Union  organiza- 
tion can  help  assure  these  rights.  There  are  some  rights  to  strike  against 
hazardous  conditions.14  Other  roles  of  collective  bargaining  and 
unions  include  the  development  of  joint  labor-management  health  and 
safety  committees  15  as  are  mandated  by  law  in  a  number  of  foreign 
countries.16  There  the  work  forces  are  generally  more  heavily  unionized 
than  in  the  United  States,  so  the  union  role  is  presumably  stronger.17 
While  unions  in  the  United  States  have  not  historically  emphasized 
health  and  safety  in  collective  bargaining,  the  picture  appears  to  be 
changing.18  A  survey  reported  by  the  Bureau  of  National  Affairs 
found  occupational  safety  and  health  provisions  in  82  percent  of  t he- 
sample  contracts,  up  from  65  percent  of  1970.19  Table  5-3  from  that 
survey  indicates  the  relative  frequency  of  a  variety  of  safety  and 
health  provisions. 

Contract  provisions  include :  Procedures  for  resolving  safety  and 
health  disputes,  specification  of  standards,  inspections,  support  for 
research  into  health  hazards,  and  requirements  that  workers  be  in- 
formed of  the  toxicity  of  chemicals  in  plants.20  For  example,  a  1975 
steel  industry  agreement  mandated  certain  engineering  changes  to  pro- 
tect workers  from  coke-oven  emissions.21  In  1973  the  Oil,  Chemical, 
&  Atomic  Workers  threatened  to  strike  unless  contracts  included 
health  and  safety  provisions.22  The  labor  demands  included: 

(1)  joint  labor-management  health  and  safety  committees  with 
power  over  workplace  conditions;  (2)  periodic  health  survey-  of 
plants  by  independent  health  consultants  approved  by  both  labor 
and  management;  (3)  medical  examinations  of  workers  at  com- 
pany expense  ;  and  (4)  the  provision  of  annual  employee  morbid- 
ity and  mortality  data  by  the  company.23 
Noise  abatement  was  seen  as  a  major  issue  in  U.A.W.  contract  negotia- 
tions in  1976,24  and  plant  noise  was  an  issue  in  two  strikes  in  recent 
years  at  a  Ford  Motor  Co..  stamping  plant  near  Chicago.25 

Therefore,  organized  labor  has  capability  in  providing,  to  some 
extent,  occupational  safety  and  health.  Whether  that  in  fact  occurs, 
or  with  sufficient  consistency  is  another  matter.  Even  for  unionized 

12  One  difficulty  is  that  uniform  contract  provisions  for  different  firms  and  Industries 
may  result  in  very  imperfect  adjustments. 

"Nicholas  A.  Ashfoni,  "The  Changing  Role  of  Occupational  Health  and  Safety  in  Indus- 
trial Relations,"  paper  presented  in  the  20th  Anniversary  Svmposlum  of  the  School  of 
Industrial   and   Labor  Relations,   Michigan   State   University,   November  5,   1976,   pp.   3-9. 

14  Ibid.,  pp.  9-20. 
w  Ibid. 

w  See  X.  A.  Asbford,  Crisis  in  the  Workplace,  op.  cit.,  paces  501-508.  With  some  excep- 
tions lor  small  firms,  countries  with  legally  required  committees  include  Belgium,  France, 
the  Netherlands,  Sweden,  Finland,  and  the  Federal  Republic  of  Germany. 

17  X.  A.  Asbford.  Crisis  in  the  Workplace,  op.  cit..  p.  507. 

15  X.  A.  Asbford,  "The  Role  of  Occupational  Health  and  Safety  in  Industrial  Relations," 
op.  cit.,  page  21. 

"•Thomas    II     Kelly.    Recent   Contractual    Developments   in   Safety   and   Health,   unpub- 
lished, cited  in  Ibid.  Also  see  Zcckhauser  and  Xichols,  op.  cit. 
90  Ibid.    p.   2.T 
21  Ibid.,  p.   24. 
"Ibid. 
■Ibid. 

24  "Factory  Noise  is  Union's  Target,"  New  York  Times,  May  2,  1976,  p.  1. 
■  Ibid.,  i).   <;<;. 
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industries,  Government-set  standards  and  other  activities  may  still  be 
very  important.  They  may  provide  information  and  serve  as  goals 
in  negotiations.  Worker  and  employee  negotiations  appear  able  to  cor- 
rectly weigh  all  the  relevant  private  26  considerations.  Negotiation 
could  well  be  even  more  efficient  than  Government  action.  Thus 
Government  occupational  safety  and  health  actions  might  well  focus 
on  nonunionized  sectors;  emphasizing  industries  with  relatively 
mobile  and  unskilled  workers,  could  provide  protection  where  it  is 
most  needed. 

F.  The  Use  and  Limitation  or  Liability  Suits  To  Provide 
Incentives  and  Compensation 

Both  by  statute  and  common  law,  liability  can  be  assigned  for  dam- 
ages 27  The  caveat  emptor  principle  is  one  such  assignment.  Assigning 
liability  to  producers  and  employers  would  lead  them  to  practice  pre- 
vention to  minimize  the  expected  total  costs  of  prevention  and  com- 
pensation. This  system  could  be  efficient  if  firms'  expected  liability 
equaled  total  expected  damages,  and  if  the  costs  of  preventive  activity 
by  consumers  and  workers  were  high  relative  to  those  of  firms.28 
There  are  a  number  of  reasons  to  believe  that  a  pure  liability  system 
of  health  and  safety  regulations  would  too  frequently  be  fatally  flawed, 
even  though  liability  suits  can  play  a  constructive  role  in  a  most  diffi- 
cult and  sensitive  area. 

First,  liability  is  limited  by  firm  and  individual  net  worth.  Firm9 
faced  with  large  claims  can  go  into  bankruptcy  limiting  both  preven- 
ts ion  incentives  and  possible  compensation.  For  example,  not  only  are 
the  possible  damages  from  a  nuclear  plant  disaster  many  times  greater 
than  the  net  worth  of  even  the  largest  utility,  but  the  Price- Ander- 
son Act  in  that  regard  limits  total  utility  liability.29  This  and  other 
liability  limits,  such  as  the  Warsaw  Convention,  reduce  incentives 
for  prevention  below  what  they  would  otherwise  be.  Of  course,  legal 
limits  would  be  relatively  easy  to  change.  But  setting  proper  limits 
and  estimating  damages  would  be  very  difficult,  as  some  costs — such 
as  pain  and  suffering — are  both  very  real  and  inherently  subjective.30 

Also  uncertainty  about  causal  relationships  between  hazards  and  in- 
juries detracts  from  the  effectiveness  of  a  liability  system.  Such  links 
are  difficult  to  establish,  particularly  for  diseases  with  low  incidence 
and  long  latency  periods,  as  is  the  case  with  cancer.  Suppose  that  regu- 

88  Questions  of  financial  and  other  externalities  would  still  remain. 

CTThe  basic  economic  analysis  of  the  effect  of  alternative  assignments  of  liability  was 
first  provided  in  Ronald  Coase.  "The  Problem  of  Social  Cost,"  Journal  of  Law  and  Eco- 
nomics. March,  1960,  pp.  1-44.  See  also  Walter  O,  "The  Economics  of  Product  Safety."  Bell 
Journal  of  Economics  and  Management  Science,  4  (1)  [19731,  pages  8-28,  and  Roland 
McKean,  "Products  Liability:  Implications  of  Some  Changing  Property  Rights,"  Quarterly 
Journal  of  Economics,  84  (1070),  611-626. 

■■The  complete  conditions  are  more  complex.  As  Coase,  op.  cit.,  argues,  if  "transaction" 
co, is  arc  very  low,  i.e.,  if  all  parties  can  easily  bargain  and  have  full  information,  then 
the  rule  of  Liability  may  not  affect  resource  allocation.  The  essential  reason  is  that  under 
BUCh  conditions  it  will  lie  very  easy  to  discover  the  minimum-cost  preventer  and  it  will 
also  be  easy  for  tbose  damaged  (or  In  a  position  to  he  damaged)  to  induce  the  potential 
damagers  to  change  their  behavior.  Or  the  potential  "damagers"  could  induce  the  potential 
"damagees"  to  adjust,  thereby  lowering  possibly  excessive  external  damage.  But  bargain- 
ing and  information  .ire  costly.  Imposing  first-instance  liability  on  a  relatively  high-cost 
preventer  may  result  in  higher  than  necessary  costs,  because  it  may  be  difficult  to  arrange, 
a  transaction  With  ;i  lower  cost  preventer.  See  Coase.  op.  cit.,  and  Walter  Oi,  op  cit. 
'Ibis  Limitation   might  be  viewed   as  an   indirect  or  implicit  subsidy  to  nuclear  power. 

nn  A  number  of  studies  have  attempted  to  "measure."  e.g.  .the  value  of  life  by  estimating 
pay  differentials  for  increases  of  risk  from  very  low  to  slightly  greater  levels.  See  Richard 
Zeckhauser,  "Procedures  for  Valuing  Lives,"  Public  Policy  vol.  xxiii,  Fall  1075,  no.  4,  pp. 
U9   464. 
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lar  cigarette  use  raised  the  probability  of  cancer  by  two  percent.  In 
liability  actions,  the  standard  of  proof  is  that  "a  preponderance  of 
evidence  substantiates  the  claim  that  the  damage  was  due  to  a  hazard 
that  the  defendant  could  reasonably  have  prevented."  "  Under  that 
standard  it  would  indeed  be  very  difficult  for  a  lung  cancer  victim  to 
sue  a  cigarette  manufacturer  for  damages.  Other  sources  arguably 
contributed  to  the  disease,  and  identifying  a  primary  cause  or  attribut- 
ing a  "share"  of  causation  to  cigarettes  would  be  very  nearly 
impossible. 

The  burden  of  proof  is  on  the  party  claiming  damages.  With  a  high 
uncertainty  about  causation,  damages  will  too  infrequently  be  awarded. 
Thus  incentives  for  prevention  will  be  small.  On  the  other  hand,  hold- 
ing defendants  to  a  strict  liability  standard  would  result,  in  the  above 
cancer  example,  in  frequent  awards  of  damages,  even  though  in  fact 
the  chemical  was  only  partially  responsible.  In  that  case,  manufac- 
turers of  certain  products  would  in  effect  act  as  insurers  for  adverse 
consequences  which  were,  in  any  event,  traced  to  that  product.32  The 
price  of  the  affected  product  would  rise  in  proportion  of  the  costs.  In 
some  cases,  the  costs  of  prevention  would  likely  be  so  great  as  to  force 
such  products  off  the  market.33 

1.  Uncertainty  and  the  effectiveness  of  the  liability  system 

The  liability  system  may  be  reasonably  effective  when  damages  can 
with  some  certainty  be  traced  to  specific  causes,  and  when  damages 
are  not  like  to  exceed  limits  set  by  net  worth.  For  events  of  uncertain 
causation,  including  many  occupational  diseases,  the  system  could  be 
grossly  inefficient.  At  the  other  extreme,  the  high  costs  of  using  the 
legal  system  suggest  that  suits  will  be  less  effective  in  inducing  pre- 
vention when  damages  are  small.  Class  action  suits  can  improve  incen- 
tives, by  allowing  the  pooling  of  damages  and  the  sharing  of  legal  ex- 
penses. However,  a  further  obstacle  is  the  jurisdictional  requirement 
in  Federal  courts  that  each  party  allege  damages  in  excess  of  $10,000. 
That  requirement  cannot  be  satisfied  by  pooling  claims.34 

The  contrast  between  two  food-borne  diseases,  salmonella  and  botu- 
lism, provides  an  instructive  illustration  of  the  uses  and  limitations  of 
the  liability  system.35  Even  a  very  small  amount  of  toxin  from  the 
bacillus  Clostridium  botulinum  can  be  deadly.  Toxins  from  the  bacil- 
lus salmonella  can  cause  a  range  of  unpleasant  symptoms  but  are 
rarely  fatal.  On  a  "severity  of  impact"  criterion,  a  strict  standard  or 
other  similar  government  action  would  appear  appropriate  against 
botulism.  But  very  few  botulism  cases  are  caused  by  commercially 
canned  foods.36  Of  the  529  cases  of  botulism  reported  in  the  United 
States,  between  1889  and  19G9,  470  were  due  to  home-preserved  prod- 
ucts, and  less  than  1  per  year  was  attributed  to  commercial  canners.37 
Federal  regulation  of  home  canning  would  be  most  difficult;  in  that 
regard  information  dissemination  would  appear  more  appropriate. 

31  See  Noll,  Cornell,  and  Weingast.  op.  cit. 

32  The  analogy  is  due  to  Walter  Oi,  op.  cit. 

33  Walter  Oi,  op.  cit.  Oi  notes  that  it  is  also  possible  for  production  of  the  riskier  grade 

34  USC  1332  ;  Zahn  v.  International  Paper  Co.,  414  U.S.  291  (1973). 

35  This  discussion  draws  on  Hinich  and  Staelin,  op.  cit. 

36D.A.  Kanter  and  R.  K.  Lynt,  Jr.,  "Botulism,"  Nutration  Reviews,  31,  No.  9  (197:*.). 
cited  in  Hinich  and  Staelin.  op.  cit.,  p.  49. 

37  Hinich  and  Staelin,  op.  cit.  in  appendix  to  this  volume. 
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Existing  evidence  indicates  that  commercial  canners  are  not  the  major 
source  of  the  disease.  Voluntary  action,  rather  than  regulatory  move- 
ments, seems  to  account  for  that  outcome.  As  Hinich  and  Staelin  have 
pointed  out,  "Professional  canners  know  the  types  of  foods  which  are 
susceptible  to  botulinmn  contamination,  and  the  heating  techniques 
for  avoiding  contamination.  Professionals  are  also  aware  that  because 
the  botulism  bacillus  cannot  grow  in  oxygen,  cases  can  usually  be  un- 
ambiguously traced  back  to  the  manufacturer.  Consequently,  commer- 
cial canners  find  it  in  their  own  interest  to  avoid  the  chances  of 
botulism,  and  thus  botulism  is  rare."  38  The  fact  that  botulism  can  be 
accurately  diagnosed  and  traced  to  manufacturers  means  that  liability 
suits  may  be  a  successful  remedy.  And  even  without  such  suits,  trace- 
ability  implies  that  manufacturers  of  contaminated  food  would  suffer 
enormous  losses  of  good  will.  The  ease  of  identifying  cause  implies 
that  suits  (and  fear  of  indirect  consequences)  can  induce  substantial 
prevention. 

In  contrast  to  botulism,  the  effect  of  most  hazardous  food  contami- 
nants are  difficult  to  trace  to  normal  use  of  a  specific  product.39 
Toxin  from  the  bacillus  salmonella  can  contaminate  food  as  easily 
from  an  unsanitary  kitchen  as  from  an  unsanitary  factory.40  The  nor- 
mal preparation  of  some  potential  salmonella  carriers,  such  as  mayon- 
naise, does  not  frequently  involve  heating  which  would  destroy  the 
toxin.41  The  symptoms  of  salmonella  poisoning  are  ambiguous,  and  not 
all  of  those  exposed  will  become  ill.  For  example,  if  mayonnaise  in  a 
restaurant  is  contaminated  because  of  poor  manufacturing  practices, 
some  customers  will  become  ill  several  hours  after  dining.42  Some  may 
blame  the  illness  on  the  restaurant  food,  but  it  is  most  unlikely  that 
many  would  blame  the  mayonnaise.  The  restaurant  owner  may  lose 
customers  but  without  necessarily  knowing  the  specific  cause.  Cer- 
tainly, some  detective  work  would  be  required  to  trace  the  salmonella 
to  the  mayonnaise.  Unless  the  restaurant  owner  tests  other  containers 
of  mayonnaise  from  the  same  production  batch,  the  contamination 
cannot  be  clearly  blamed  on  the  manufacturer,  and  the  real  culprit 
may  escape.  For  salmonella  as  for  many  food  contaminants,  ".  .  .  it  is 
generally  difficult  to  establish  the  causal  nexus  between  the  contami- 
nants, the  normal  natural  and  artificial  ingredients  in  a  food,  the  stor- 
age and  preparation  and  the  diagnosed  disease."43  Because  of  this  it 
would  be  most  difficult  to  establish  liability.  The  relatively  minor  in- 
juries coupled  with  ambiguous  and  sometimes  mild  symptoms  of  sal- 
monella and  many  diseases  effectively  discouraged  legal  remedies.44 

So  too,  unlike  the  case  for  botulism,  manufactures  will  have  rela- 
tively little  fear  either  of  suits,  or  of  adverse  publicity  and  loss  of  good 
will.  In  such  cases,  neither  threatened  civil  actions  nor  market  pres- 
sures are  likely  to  provide  sufficient  incentives  for  prevention.  Similar 
analysis  could  apply  to  nutritional  quality  and  economic  adulteration 
or  misbranding,  since  it  is  difficult  to  verify  the  cause  and  effect  and  in- 
dividual damages  may  typically  be  small 

«  II, i< I. 

"Ibid. 

"ibid. 
*'  Ibid. 

I  Ms  oxninplo  is  from  Ibid. 

«  Ibi.i. 

41  in  some  easei,  class  actions  might  bo  justified. 
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In  summary  civil  liability  actions  may  be  effective  for  hazards  with 
clear  cause  and  effect,  and  dramatic — perhaps  irreversible— damage  of 
a  significant  nature.  In  other  cases,  such  as  the  mayonnaise-salmonella 
example,  regulation  of  the  production  or  output  process  may  appropri- 
ately assure  "reasonable"  safety  or  quality  at  a  small  increase  in  unit 
cost.  This  is  not  to  say  that  all  or  even  many  severe  and  dramatic  haz- 
ards should  be  left  to  the  courts.  Some  hazards  may  generate  Large  ex- 
ternal effects  such  as  epidemic  causing  diseases,  and  so  be  appropriate 
for  more  direct  control. 

2.     Liability  suits  and  occupational  safety  and  health. 

In  the  occupational  safety  and  health  area,  lawsuits  by  workers 
against  employers  or  even  supervisors  are  becoming  more  common.45 
Such  suits  can  internalize  many  hazard  costs.  The  legal  rights  of  em- 
ployees to  sue  employers  for  injury  are  limited  by  workman's  com- 
pensation laws.46  But,  as  Ashford  notes,  the  Occupational  Safety  and 
Health  Act  of  1970  (OSH  Act)  has  an  important  impact  in  that 
regard : 

Because  the  OSH  Act  does  create  a  general  duty  of  care  and 
because  specific  substances  can  become  identified  as  harmful,  a 
private  cause  of  action  under  the  common  law  of  tort  could  suc- 
ceed— and  not  only  against  employers,  but  against  other  super- 
visory personnel  as  well,  if  not  otherwise  barred  by  workers'  com- 
pensation legislation. 

Worker  suits  against  employers  or  even  supervisors  are  becom- 
ing increasingly  successful — and  the  violation  of  an  OSHA  stand- 
ard may  constitute  negligence  per  se  in  a  personal  injury  suit. 
These  suits  are  possible  in  the  case  of  occupational  disease  because 
either  (1)  diseases  are  not  often  covered  under  workers'  compen- 
sation— ironically  as  a  result  of  employer  and  insurance  resistance 
to  their  being  recognized  as  occupational  in  origin;  (2)  the  em- 
plover's  negligent  nondisclosure  to   an  employee   of  a   di-ease 
which  becomes  by  that  omission  nonoccupational  by  definition: 
or   (3)   there  is  such  wanton  disregard  for  workers'  safety  that 
the  harm  is  not  considered  an  accident  but  rather  willful  mis- 
conduct and  hence  does  not  come  within  the  insurable  definition.47 
Although  the  effect  of  the  OSH  Act  in  this  regard  is  not  yet  clear, 
indications  are  that  such  suits  could  become  increasingly  important. 
Company  doctors  and  supervisors  have  been  sued,  and  supervisors  of 
laboratories  could  be  possible  targets.48  And  some  unions  are  reputedly 
concerned  that  suits  by  members  may  allege  inadequate  bargaining  on 
safety  and  health  issues.49 

Class  action  suits  may  be  effective.  For  example,  in  1974  a  suit  for 
$100  million  was  filed  in  federal  court  on  behalf  of  former  employees 
of  the  Pittsburgh  Coming  Corporation's  Tyler.  Texa^  asbestos  plant.50 
The  suit  alleged  negligence  by  both  the  company  and  a  trade  associa- 
tion, in  knowingly  exposing  workers  to  high  asbestos  levels,  failing  to 


45  X.  A.  Ashford,  "The  Role  of  Occupational  Health  and  Safety  in  Industrial  Relations." 
on.  cit..  p.  27. 

«"  See  X.  A.  Ashford.  Crisis  in  the  Workplace,  op.  cit.,  pp.  388-389. 

47  X.  A.  As'iford,  "The  Role  of  Occupational  Health  and  Safety  in  Industrial  Relations," 
op.  cit.,  pp.  27-28. 

4RIMd.  p.  28. 

*'■•  Yardel  v.  PPA  Industries,  Tnr.  Discussed  in  X.  A.  Ashford.  Crisis  in  the  Workplace. 
op.  cit..  page  779.  See  Occupational  Safety  and  Health  Reporter,  Vol.  3.  Xo.  32  (Janu- 
ary 10.  1974),  pp.  995-996. 

»  Ibid. 
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correct  hazards  and  not  warning  employees.51  Though  Workmen's 
Compensation  limits  workers  suits  against  employers,  the  manufac- 
turers of  hazardous  substances  or  injury-causing  machines  may  be 
held  liable. 

"...  Federal  panels  and  academic  experts  have  agreed  that- 
most  state  worker  compensation  laws  do  not  provide  equitable 
relief,  so  the  injured  worker  has  increasingly  begun  suing  the 
manufacturers  of  whatever  machine  is  involved  in  an  injury.  And, 
under  common  law  liability  requirements,  the  original  manu- 
facturer of  the  product — a  machine  tool  maker,  may — [sic]  de- 
clared liable  even  though  he  may  not  have  been  responsible  for 
maintenance  or  modification  of  the  product  for  years."  52 
Chemical  producers  are  reportedly  concerned  about  liability  for 
the  health  impacts  of  their  product.53  Such  far-reaching  liability  may 
greatly  and  unduly  escalate  costs  in  some  areas,  as  manufacturers  may 
not  in  fact  be  responsible  for  accidents  due  to  modification  or  misuse 
of  equipment,  and  manufacturer-created  design  or  product  changes 
may  not  be  the  lowest  cost  way  of  inducing  prevention.  It  was  re- 
ported that  75  percent  of  the  claims  against  members  of  the  National 
Machine  Tool  Builders  Association  involve  machines  10  or  more  years 
old.54  Further,  it  was  reported  that  a  small  proportion  of  cases  in- 
volved mechanical  malfunction  of  a  machine,  whereas  most  accidents 
were  caused  by  poor  maintenance,  training,  or  safety  equipment.55  If 
this  evidence  is  valid,  strict  manufacturer  liability  would  appear  to 
be  a  very  costly  way  of  reducing  accidents.  But  given  the  "no-em- 
ployer fault"  nature  of  workmen's  compensation  and  the  relatively 
small  size  of  compensation  awards,  such  suits  are  likely  to  increase. 

One  promising  alternative  would  be  to  make  compliance  with  all 
relevant  health  and  safety  standards  a  defense  against  a  suit  brought 
by  employers. 

In  other  words,  why  no  decree  that,  regardless  of  the  worker 
compensation  system,  an  employee  could  sue  his  employer  if  the 
accident  resulted  from  employer  violations  of  the  OSHA  laws  \ 
And  make  the  reverse  true,  as  well — workers  would  not  be  able  to 
sue  manufacturers  if  structural  or  mechanical  failures  in  the 
machines  could  not  be  shown  and  would  not  be  able  to  sue  their 
employers  if  it  could  be  proved  that  the  companies  complied  with 
every  relevant  safety  standard.56 
OSHA  standards  would  then  become  a  basis  for  private  legal  ac- 
tions. The  need  for  OSIIA  inspection  and  enforcement  would  be  re- 
duced. Industry  and  labor  would  presumably  press  for  clearer  stand- 
ards, and  more  suits  would  be  directed  against  groups  who  are  often 
more  capable  of  preventing  accidents  at  low  cost. 

x"\  Way  Out  on  Product  Liability,"  Now  York  Times,  December  5,  1076,  Section  3, 
p.   is 

m  [bid. 

Chemical  Firms  Prel  Over  Product  Liability,"  Chemical  and  Engineering  News 
(August  9.  1976),  page  8.  cited  In  \.  \.  Ashford,  "The  Role  of  Occupational  Health  and 
Safety  in   Industrial   Relations,'  op.  cit..  pp.  2!)   30. 

"Testimony  o*  James  n.  Mark.  National  Machine  Tool  Builders  Association,  before 
tbe  Senate  small  Business  Committee,  September  1976,  reported  in  "A  w'av  Out  on  Product 
i       flllty,"  op.  cit. 

■Ihni.   This  is  consistent  with  evidence  cited  in  Zeekhauser  and  Nichols,  op.  cit. 

■•This  was  BUggested  in  "A  Way  Out  on  Product  Liability,"  op.  cit. 
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G.  Insurance:  Risk-Spreading,  Incentives,  and  Regulation 

Insurance  allows  individuals  and  firms  to  spread  risk  and  gain 
:ompensation  for  damages.  Private  insurance  tends  to  be  provided  at 
actuarial  rates  reflecting  projected  damages  and  administrative 
costs.57  These  rates  can  provide  incentives  for  prevention  and  can  be 
constructed  to  internalize  external  effects.  But  there  is  an  inherent  con- 
flict between  the  risk-spreading  inherent  in  insurance  and  the  need  to 
focus  incentives  on  the  lowest  cost  preventers.  Some  actuarial  rates 
may  be  considered  "too  high"  for  risky  groups.  One  solution, 
adopted  in  the  Federal  Flood  Insurance  Program,  has  been  to 
subsidize  insurance  rates  charged  for  certain  classes  of  risks.  It  may 
also  be  advisable  to  encourage  the  purchase  of  insurance,  perhaps  to 
lower  the  demand  for  other  forms  of  assistance,  and  direct  subsidy  is 
one  way  to  accomplish  that  objective.  Federal  insurance  programs  are 
very  wide  in  scope;  one  source  lists  twenty-three  such  programs  rang- 
ing from  old  age  and  survivors  insurance  (social  security),  which 
in  1973  paid  benefits  of  $41.3  billion,  to  the  student  loan  insurance 
funds  which  in  1973  insured  $4.0  billion  in  loans.58  In  the  housing  area 
alone,  five  agencies  in  1973  insured  $163.8  billion  of  loans  and  mort- 
gages. Many  of  these  programs  appear  to  be  designed  to  transfer  in- 
come to  certain  groups.  Insurance  in  financial  areas  by  the  FDIC  and 
the  Federal  Savings  and  Loan  Insurance  Board  may  lower  the  risk 
and  consequences  of  bank  failures,  and  so  guard  against  external 
effects. 

The  activities  of  the  Overseas  Private  Investment  Corporation  and 
Export-Import  Bank  (which  insured  over  $19  billion  in  loans  in  1973) 
might  best  be  termed  as  subsidies  to  foreign  trade.  Or  the  programs 
could  be  viewed  as  encouraging  foreign  investment  which  is  presumed 
to  yield  positive  external  effects  on  the  U.S.  position  in  the  world.  But 
most  Federal  insurance  programs  appear  not  to  be  directly  related  to 
the  problems  of  external  effects  discussed  in  this  report.  Government 
required  insurance  of  various  forms  does  internalize  some  such  effects. 
For  example,  workmen's  compensation  has  an  effect  in  that  regard, 
as  does  Federal  flood  insurance  programs. 

The  Government  does  have  a  proper  role  in  insurance.  There  has 
been  a  tendency  for  the  Federal  Government  to  become  the  "insurer 
of  last  resort,"  providing  coverage  when  private  markets  fail  to  do  so 
at  rates  considered  fair  or  low  enough  to  encourage  widespread  cover- 
age. Such  Federal  programs  include  flood  insurance,  crop  insurance, 
and  crime  insurance.  However  the  insurance  subsidy  may  encourage 
increased  risk-taking  and  result  in  higher  Federal  expenditures.  This, 
in  turn,  can  lead  to  demands  for  regulation  to  contain  expenditures. 

Government  insurance  programs  may  also  be  justified,  because  pri- 
vate firms  may  not  be  able  to  impose  appropriate  restraints.  Also  some 
forms  of  insurance  may  not  be  considered  profitable  by  the  private 
sector.  If  being  insured  tends  to  encourage  greater  risk-taking,  actu- 
arial rates  would  subsequently  rise,  thus  discouraging  purchase  of  in- 

57  This  abstracts  from  the  possible  effects  of  insurance  regulation  and  the  effects  of  legal 
constraints  on  the  classifications  that  may  be  usrnl  setting  rates.  For  example,  a  classifica- 
tion based  on  ethnic  background  might  make  actuarial  sense  yet  violate  anti-discrimina- 
tion laws. 

58  C.   Wilcox  and  W.   G.   Shepherd,  "Public  Policies  Toward  Business,"  op.  cit.,  p.  540. 
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surance  except  by  those  who  are  virtually  certain  of  suffering  damage.-. 
Thus  the  enterprise  would  be  unprofitable.  This  is  known  as  the  prob- 
lem of  "moral  hazard."  In  such  cases  insurance  ceases  to  be  a  risk 
spreading  device  and  becomes  a  pure  transfer  mechanism.59 

1.  Experience  rating  and  the  incentive  provided  oy  insurance  rates 

Experience  rating — basing  future  insurance  premiums  on  a  firm's 
past  claim  experience — may  be  useful  in  adjusting  insurance  rates 
to  take  account  of  differences  in  risk.  If  premiums  are  accurately 
and  promptly  adjusted  to  reflect  risk,  insurance  can  provide  incentives 
for  prevention.  But  adjusting  premiums  for  risk  is  not  easy.  One 
method  is  to  use  indicators  of  risk  to  design  rates.  Providers  of  auto- 
mobile insurance  use  predictors  such  as  occupation,  sex,  age,  and  num- 
ber of  traffic  violations.  Fire  insurance  rates  are  based  on  variables  in- 
cluding types  of  construction  and  location.  Insurance  is  also  frequently 
"experience  rated,"  with  rates  adjusted  to  reflect  past  claim  experience. 
Such  ratings  may  be  misleading,  as  past  experience  may  be  a  poor 
guide  to  likely  future  claims.  Some  accidents  may  be  just  that — ran- 
dom events  which  could  not  have  been  foreseen,  planned  for,  or  dealt 
with  by  systematic  preventive  measures.  Then,  pure  experience  rating 
could  inappropriately  place  individuals  or  firms  who  had  experienced 
a  run  of  "bad  luck"  into  higher  rate  classes,  a  result  that  may  be  judged 
unfair.  If  the  premium  schedule  escalates  sharply  as  past  claims  rise, 
the  unlucky  individuals  may  face  exaggerated  incentives  to  prevent 
accidents  and  be  induced  to  incur  higher  prevention  costs  than  others 
with  the  same  likelihood  of  future  claims  or  underlying  risk.  But,  again 
the  effect  will  be  to  induce  increased  prevention. 

Experience  may  be  the  only  readily  available  indicator  of  the  risk 
of  employment  in  one  firm  as  opposed  to  another  of  the  same  general 
characteristics.  Since  injury  rates  in  small  firms  can  be  greatly  affected 
by  unusual  random  events,  experience  rating  is  less  appropriate  for 
them  than  for  larger  firms  where  unusual  events  will  tend  to  average 
out. 

Workmen's  compensation  insurance  reflects  this  problem.  Initially 
the  major  objectives  of  workmen's  compensation  legislation  were :  "(1) 
To  provide  workers  with  more  equitable  and  reliable  compensation  for 
injuries  than  was  available  through  tort  law,  and  (2)  to  to  give  em- 
ployers a  stronger  incentive  to  provide  safe  working  conditions  by 
forcing  them  to  internalize  a  greater  share  of  the  cost.  .  .  ." c0' G1  Of 
course,  internalization  can  occur  only  to  the  extent  that  the  insurance 
is  experience  rated  or  otherwise  reflects  risk.  Under  workmen's  com- 
pensation legislation,  workers  in  the  United  States  have  little  right 
to  sue  their  employers  for  negligence. 

As  a  n  suit  of  this  "no-fault"  system,  the  incentive  aspects  of  work- 
men's compensation  assume  even  more  importance.  Only  for  the 
largest  linns  is  experience  rating  complete;  only  about  20  percent  of 

inetb    Armw.    "The   Organisation    of   Economic  Activity:    Issuo   Pertinent   to   the 

C   oice  <>f  Market  vs.  Nonmarkel  Allocation,"  in  Joint  Economic  Committee,"The  Analysis 

and    Evaluation   of    Public   Expenditures:   The   run   system,"   Vol.    I.    (U.S.   Government 

g  Office,  Washington,  D.C.  1969),  pp.  47  (54.  The  basic  sources  on  matters  of  moral 

hazard  and   Incentive  effects  of  Insurance  are  Kenneth  J.  Arrow,  "Uncertainty  and  the 

•nomlcB  <>f  Medical  Care."  American  Economic  Review,  Vol.  53.  No.  56  (Decem- 

l"'r  1!"'  '•»■  pp.  941    !)7",  ;  and  Mark  V.  Pauly,  'The  Economics  of  Moral  Hazard:  Comment. »• 

Amen. -mi  Economic  Review,  Vol.  58,  No.  :i  (June  1968),  pp.  o3l-5.-57. 
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the  firms,  though,  accounting  for  substantially  more  than  20  percent  of 
employment,  are  even  partially  experience  rated.  Premiums  for  firms 
from  small  up  to  quite  substantial  sizes  are  based  largely  on  the  acci- 
dent rates  of  others  in  the  same  industry  and  size  class.62  Therefore, 

i  costs  of  increased  accidents  in  any  one  firm  arc  largely  borne  by  others. 

'  The  insurance  rating  system  thus  creates  an  externality  and  reduces 
incentives  to  prevent  accidents. 

H.  Performance  Versus  Specification  Standards  and  the  Roles 
of  Licensure,  Certification,  and  Information  Disclosure 

As  previously  discussed,  in  situations  where  consumer  information 
(  is  highly  flawed  and  difficult  to  appraise,  or  where  the  costs  or  risks  of 
mistakes  are  large,  government  action  may  be  appropriate  to  license 
certain  occupations  or  activities.  Such  licenses  can  take  several  forms. 
At  one  extreme  is  mandatory  licensure  :  as  in  the  case  of  physicians  and 
lawyers,  a  license  may  be  required  in  order  to  engage  in  the  activity, 
and  failure  to  comply  could  lead  to  the  imposition  of  civil  or  criminal 
sanctions.  Alternatively,  the  government  might  administer  examina- 
tions or  otherwise  verify  ability  and  issue  "certificates  of  competence."' 
Provided  the  certificates  were  known  and  understood,  customers  could 
seek  out  those  who  are  certified.  But  unlike  mandatory  licensure,  there 
would  be  no  requirement  that  all  practitioners  be  certified.  Rather,  the 
presence  or  absence  of  a  certificate  would  be  an  indicator  of  competence 
or  quality. 

Determining  what  kind  of  licensure  is  appropriate  should  involve 
consideration  of  the  following  kinds  of  questions:  Are  consumers 
capable  of  informed  judgments?  Are  the  risks  of  mistakes  great?  Are 
there  substantial  spillover  effects  which  create  an  overriding  public 
interest  justifying  the  restriction?  Licensing  members  of  a  trade  or 
profession  is  easily  distinguishable  from  licensure  of  a  nuclear  reactor. 
To  varying  degrees,  consumers  can,  as  individuals,  make  informed 
judgments  on  the  qualifications,  and  appraise  the  performance,  of 
many  occupations.  The  consequences  of  mistakes  vary  widely.  For  ex- 
ample, although  some  errors  of  judgment  by  doctors  can  lead  to  death 
or  permanent  disability,  the  consequences  are  slight  for  many  other 
health  problems.  The  risks  are  not  nearly  as  great  with  other  occupa- 
tions presently  subject  to  mandatory  licensure.  Also,  generally,  the 
effects  are  relatively  well  localized  and  not  irreversible.  For  those 
reasons,  in  at  least  many  areas  of  trade  and  professional  practice,  gov- 
ernment monitored  certification  of  training  or  knowledge  might  be 
more  appropriate  than  uniform  mandatory  licensing. 

1.  Circumstances  in  which  mandator?/  licensure  may  be  appropriate 
It  appears  that  the  mandatory  licensure  approach  gains  merit  as  the 
difficulty  of  appraising  information,  the  possibility  of  spillover  ef- 
fects, and  the  risk  from  mistakes  increase.  At  present,  all  nuclear 
power  plants  may  operate  only  if  licensed  by  the  Nuclear  Regulatory 
Commission  (NEC) .  The  license  certifies  that  the  plant  has  mel  a  series 
of  highly  detailed  technical  standards,  that  site  geology  has  been  re- 

62  For  example,  for  firms  with  1.000  employees,  a  1-percent  increase  in  accident  rate 
ultimately  causes  only  a  one-half  percent  increase  in  premium.  See  Louise  Russell,  '"Safety 
Incentives  of  Workmen's  Compensation  Insurance,"  Journal  of  Human  Resources  (Sum- 
mer 1974),  p.  367. 
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viewed  for  potential  hazards,  that  safety  and  backup  systems  meet 
standards,  and  that  personnel  are  well-trained.  The  grave  risks  posed 
by  possible  nuclear  disaster  suggest  the  need  for  a  mandatory  licens- 
ing scheme. 

That  approach  is  also  encouraged  by  the  complex  nature  of  cer- 
tain activities.  The  primary  objective  of  Federal  regulation  of 
nuclear  facilities  is  public  health  and  safety,  rather  than  the 
specification  of  technology  of  production.  Yet  the  Federal  agen- 
cies also  specify  details  of  allowable  production  processes  for 
nuclear  plants.  And,  in  that  area,  mere  certification  without 
mandatory  licensing  and  standards  would  be  inadequate  for 
several  reasons.  Public  bodies  are  more  capable  than  individuals  in 
reaching  informed  judgments  on  the  merits  of  reactors  certified  to 
meet  a  range  of  safety  standards.  A  public  judgment  must  be  made, 
because  the  determinants  of  reactor  safety  are  not  fully  known  or 
understood.  Therefore  it  is  not  possible  to  simply  require  a  perform- 
ance standard — such  as  that  reactors  be  "safe,"  as  NHTSA  might 
require  certain  maximum  automobile  braking  distances  under  speci- 
fied conditions.  In  other  words,  in  such  a  complex  area  as  nuclear 
safety,  the  standards  set  must  frequently  relate  to  specifications  of 
the  production  process:  that  certain  types  of  pumps  and  grades  of 
steels  be  used,  and  so  on.  It  is  not  always  possible  to  verify  major  as- 
pects of  ultimate  performance  quality  by  means  of  tests  or  exami- 
nations. 

A  much  different  situation  is  posed  when  a  consumer  chooses  to 
have  plumbing  work  done  by  an  otherwise  expert  person  not  licensed 
by  the  state.  In  that  situation,  the  potential  for  harm  is  slight.  Thus 
the  determining  criteria  for  various  licensure  approaches  include  con- 
sideration of  complexity,  difficulty  of  informed  consumer  judgment, 
magnitude  of  potential  harm,  and  potential  spillover  or  external 
effects.  The  more  these  factors  are  present,  the  stronger  the  case  for 
mandatory  licensing  specifying  details  of  the  production  process.  To 
the  extent  that  the  risks  and  potential  spillover  are  small,  the  process 
is  simple  and  relatively  easy  for  consumer  to  appraise,  voluntary  cer- 
tification or  even  complete  free  market  operation  become  more  at- 
tractive options. 

Intermediate  positions  are  possible:  If  performance  can  be  ap- 
praised at  tolerable  cost,  even  if  mandatory  licensing  is  deemed  essen- 
tial,  the  license  conditions  need  not  specify  such  factors  as  equipment 
design  or  personnel  training.  Rather,  a  license  could  be  granted 
upon  demonstration  of  the  desired  level  of  performance.  A  main 
advantage  of  such  "performance  standards"  as  opposed  to  "specifica- 
tion standards,"  which  regulate  in  detail  the  production  process,  is 
that  the  former  do  not  prevent  the  introduction  of  new  technologies 
and  allow  experimentation  to  determine  the  best  way  of  obtaining 
desired  result  under  different  circumstances. 

For  example,  a  desired  standard  for  automobile  braking  distance 
might  be  obtained  by  rules  on  the  design  of  brakes,  tires,  or  suspension 
systems,  or  a  mix  of  all  three.  Granting  the  merit  of  ihe  standard, 
the  most  appropriate  means  of  achieving  it  will  probably  differ  de- 
pending on  the  automobile  and  the  manufacturer.  Specifying  the  de- 
sign of  brakes,  tires,  and  suspension  could  unduly  restrict  choice  and 
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raise  costs.  Thus  it  is  preferable  to  set  a  performance  standard  which 
ill  ATehicles  must  meet,  leaving  the  manner  of  accomplishment  to 
producers. 

2.  Standards,  incentives,  and  informational  alternatives 

Federal  regulation  now  employs  a  wide  range  of  standards,  some  of 
which  are  established  by  statute  and  others  set  by  rule.  In  contrast  to 
regulations,  most  standards  set  by  statute  tend  to  be  very  broad.  For  ex- 
ample, the  "general  duty  clause"  of  the  Occupational  Safety  and 
Health  Act  of  1970  states  that  each  employer  "shall  furnish  to  each 
of  his  employees  employment  and  a  place  of  employment  which  are 
free  from  recognized  hazards  that  are  causing  or  are  likely  to  cause 
death  or  serious  physical  harm  to  his  employees."  By  contrast  the 
OSHA  standard  for  railings  is  far  more  specific,  requiring  that  stand- 
nrd  railing  have  a  top  and  intermediate  rail,  a  height  of  42  inches 
from  upper  surface  of  top  rail  to  floor  or  platform,  as  well  as  other 
detailed  requirements.63  This  section  discusses  the  merits  of  and  ra- 
tionales for  various  types  of  standards.  The  relative  merits  of  specifi- 
cation versus  performance  standards  are  further  considered,  as  are 
|  merits  of  product  and  process  standards  versus  information  pro- 
visions and  incentives. 

3.  The  effect  of  standards  depends  on  enforcement 

A  major  perceived  benefit  of  standards  is  based  on  the  questionable 
notion  that  setting  standards  guarantees  compliance,  whereas  the  ef- 
fects of  incentives  and  information  are  slow,  uncertain,  and  uneven. 
This  view  necessarily  assumes  adequate  enforcement  resources,  effec- 
tive sanctions  or  consequential  "moral  suasion"  effects  of  standards. 
Moral  suasion  surely  does  occur,  though  its  impact  is  uneven.  Also 
undue  reliance  upon  that  alone,  without  effective  sanctions,  could 
result  in  "moral"  producers  being  driven  from  the  market,  due  to  their 
higher  costs  of  compliance.64 

Effective  sanction  and  enforcement  mechanisms  are  critically  im- 
portant to  a  standards  approach.  For  example,  in  the  past,  the  expected 
penalties  from  noncompliance  with  OSHA  standards  were  very  low, 
on  the  order  of  $1  per  violation  detected.65  This  resulted  from  both 
very  infrequent  inspections  and  low  assessed  penalties  for  detected 
violations.  Over  all,  such  penalties  appeared  to  provide  very  little  in- 
centive for  compliance,  and  studies  of  OSHA  performance  disclose 
little  or  no  effect  on  accident  rates.66  There  is  evidence  to  indicate  that 
FDA  inspection  of  food  manufacturing  plants  also  has  little  effect  on 


63  OSHA  Safety  and  Health  Standards  Digest,  op.  cit.,  p.  20. 

04  This  is  not  to  say  that  compliance  with  regulations  will  not  on  occasion  yield  unex- 
pected benefits  in  terms  of  lowered  costs,  increased  profits  or  improved  technology.  For 
example,  the  8M  corporation  found  that  a  pollution  control  approach  stressing  product 
reformulation,  equipment  changes,  process  modification  and  materials  recovery  in  some 
instances  allowed  savings  in  operating  costs  or  capital  expenditures.  Those  steps  also 
reduced  pollution.  See  "3M  Gains  by  Averting  Pollution,"  Business  Week,  November  22. 
1976.  page  72.  It  is  possible  that  the  "shock  effect"  of  having  to  comply  with  standards 
will  result  in  the  discovery  of  opportunities  for  cost  saviners.  It  seems  most  unlikelv  that 
such  cost  savings  would  generally  exceed  the  costs  of  compliance  with  standards.  It  also 
Appears  unrealistic  to  assume  that  technology  can  always  readily  be  developed  to  allow 
compliance  with  arbitrarily  "tight"  standards  without  severe  economic  costs.  Some  writers 
;i!>]>e:ir  to  come  close  to  assuming  or  arguing  that  this  is  the  case.  See.  e.g..  John  E.  Bonine. 
"The  Evolution  of  'Technology -Forcing'  In  the  Clean  Air  Act."  Environment  Report, 
Monograph  No.  21,  Bureau  of  National  Affairs.  July  25.  1075.  Vol.  6,  Number  13. 

65  Zeckhauser  and  Nichols,  op  cit.  in  Appendix  to  this  volume. 

66  Ibid. 
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compliance  with  standards  of  good  manufacturing  practice.67  Again, 
inspections  are  infrequent,  occurring  on  the  average  of  once  in  5.5 
years.  6S  In  addition,  perhaps  because  of  differing  judicial  or  enforce- 
ment policies,  the  effect  of  FDA  inspections,  and  hence  standards,  ap- 
pears to  vary  greatly  among  various  parts  of  the  country. 

Thus  the  effects  of  some  present  standards  enforcement  appear  both 
slight  and  uneven.  Deadlines  for  compliance  with  pollution  standards 
have  been  frequently  extended,  which  certainly  raises  questions  about 
their  effectiveness.69  EPA  itself  appears  to  have  acknowledged  that  its 
present  approach  to  air  pollution  control  has  not  functioned  as  de- 
sired.70 That  is  not  to  say  that  the  standards  approach  has  enjoyed  no 
success.  Rather,  the  evidence  for  its  effectiveness  is  not  strong,  nor  has 
its  superiority  over  other  approaches  been  persuasively  documented. 

4.  Circumstances  when  specification  standards  may  be  desirable  and 
the  uses  and  limitations  of  labeling  and  disclosure 

All  the  same,  the  form  standards  take  can  matter  a  great  deal,  as 
illustrated  by  Federal  regulation  intended  to  insure  safe  and  healthful 
food  products.  Many  FDA  standards  for  food  safety  are  based  on  regu- 
lation of  the  production  process  in  accord  with  "Good  Manufacturing 
Practices"  (GMP)  standards.  These  standards,  which  have  the  force 
of  law,  concern  such  maters  as  equipment  design,  and  materials,  cook- 
ing times,  and  work  practices.71  Food  is  considered  "adulterated",  and 
thus  subject  to  seizure,  if  not  produced  in  accordance  with  the  ap- 
propriate GMP  standards.72 

The  specifications  standards  approach  may  be  desirable,  if  risks 
from  regulatory  error  are  great  and  the  market  proves  ill-equipped  to 
handle  the  situation — as  in  the  case  of  carcinogens  or  cumulative 
pfoisons  which  involve  long-term  effects.  Standards  do  carry  costs.  A 
part  of  the  regulatory  costs  are  shifted  initially  to  producers  and  nlti- 
ly  to  consumers.73  But  in  addition,  the  resulting  standardisation 
of  production  processes  may  retard  or  discharge  technical  change.74 

Specification  type  standards  could  also  be  preferable  if  monitoring 
the  output  for  desired  characteristics  would  be  very  expensive  or 
when  the  side  effects  on  costs  and  technology  would  be  slight.  For 
pie.  if  there  were  general  agreement  on  a  usafe"  manufacturing 
method  for  a  particular  product,  and  that  method  produced  desired 
results,  a  specification  standard  would  be  useful.  A  stable  and  simple 
technology,  coupled  with  relatively  constant  pattern  of  consumer 
tastes,  could  minimize  the  potential  for  harmful  effects  on  technical 
change  and  produce  variety.  Similarly,  such  standards  pose  less  poten- 
tial for  economic  harm  when  consumer  tastes  are  relatively  homogene- 
ous, that  is  when  (he  losses  from  restricted  product  variety  nre  small. 
And  the  possible  consumer  harm  will  be  lower  if  the  cost  differences 

'■'  Hlnlcb  and  Staelin,  <>[>.  <-it.  in  Appendix  to  this  volume. 

rbid. 
'•'••  See  Larry  Ruff,  op.  cit. 
7  See  "KPA  Sources  Say  Agency  Ended  Efforts  to  Cut  Auto  Smog  in  Cities,"  Now  York 

es,  January  14,  i;>77,  p.  1. 
•'  i  [inich  and  Staelin,  op.  clt. 
■    [bid. 
■■■  [1  id. 
7*  Ibid. 
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among  various  potential  product  "grades"  are  small.  In  such  cases,  re- 
quiring all  products  to  be  safe  will  not  deprive  consumers  of  low  cost 

options. 

Possible  alternatives  to  these  "specification"  standards  include  per- 
formance' standards  based  on  output  characteristics,  and  requirements 
for  dissemination  of  information  such  as  labeling,  product  disclosures, 
and  restraints  on  advertising  content. 

5.  Problems  and  effects  of  providing  Information:  The  FTC\s  pro- 
posed ruh  on  nutritional  claims  and  disclosures 

Information  as  an  alternative  has  drawbacks.  Consumer  ability 
to  understand  and  process  information  may  be  limited,  and  that  fact 
certainly  must  be  taken  into  account  when  designing  labels. 

For  example,  consumers  may  obtain  relatively  little  useful  in  forma- 
tion from  the  original  FTC  proposed  nutritional  disclosure  in  video 
advertising,  because  so  many  statistics  are  conveyed  in  such  a  short 
time.  Of  course,  from  the  manufacturer's  point  of  view,  the  disclosure 
requirement  necessarily  means  that  there  is  less  time  available  for 
other  product  claims.  If  consumer.-  do  not  find  the  information  m 
and  do  not  respond  to  it  by  altering  their  purchases,  the  main  (fleet 
would  be  to  raise  advertising  costs  for  products  subject  to  the 
reouirement.75 

Thus  the  result  of  implementing  such  a  rule  may  be  less  rather  than 
more  nutritional  information  provided  in  advertising.  Further,  the 
proposed  nutritional  disclosure  rule  would  have  prohibited  claims  of 
nutritional  superiority  unless  the  product  contained  over  10  percent 
or  more  of  the  RDA  of  major  nutrients  than  the  compared  product 
Thus,  under  the  proposal,  Total  cereal  would  not  be  able  to  claim 
nutritional  superiority  to  a  typical  "natural  cereal"  because  of  greater 
vitamin  content  since  it  does  not  sufficiently  exceed  the  natural  cereal 
in  calcium  content.76  In  addition,  the  originally  proposed  video 
closure  Would  consume  about  50  percent  of  a  30-second  television  spot. 
The  result  could  be  a  decreased  incentive  to  advertise  nutritional 
characteristics.  If  the  claim  had  been  allowed  some  consumers  might 
possibly  have  been  misled  with  respect  to  calcium  content,  or  led  to 
believe  that  Total  was  nutritionally  superior  in  all  respects.  But  it  does 
not  appear  likely  that  many  consumers  would  sutler  extreme  harm 
from  allowing  the  disclosure. 

If  the  regulation  decreased  the  supply  of  nutritional  information 
from  manufacturers  all  consumers  might  suffer,  particularly  those  with 
poor  home  or  school  training  in  nutrition.  These  may  be  low-income 
or  otherwise  disadvantaged  consumers.  Alternatives  which  could  have 
less  adverse  effects  on  the  cost  of  providing  nutritional  information 
include  "scoring"  systems  for  products  which  produce  a  single  numer- 
ical indication  of  nutritional  value.  This  has  been  done  for  bread, 
cereals,  and  other  foods.77  Any  such  indicators  will  of  course  he  unable 
to  take  account  of  differences  in  individual  needs  because  the  indicator 
would  necessarily  involve  the  use  of  some  given  relative  weighting  of, 
for  example,  protein  and  vitamin  A.  Manufacturers  might  have  undue 

75  See  Hinich  and  Staelin,  op.  cit. 

76Iljir|. 

•■  Ibid. 
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incentives  to  maximize  their  "nutrition  ratings",  perhaps  at  the  ex- 
pense of  attention  to  other  product  attributes.  Such  a  system  appears 
relatively  effective  in  helping  the  average  consumer,  with  typical  nutri- 
tional needs  and  concerns,  make  better  choices.  Consumers  with  special 
needs  or  problems  might  be  less  well  served  though  the  "typical"  con- 
sumer would  probably  gain. 

For  example,  less  educated  or  foreign  speaking  consumers  and  work- 
ers may  be  unable  to  process  information,  and  so  may  go  relatively 
unprotected.  An  advantage  of  the  standards  or  "banning"  approach 
to  regulation  is  greater  protection  of  these  consumers  against  hazards 
or  deceptions  than  would  be  available  under  a  labeling  disclosure.  Yet 
is  that  cost  effective  ?  If  most  consumers  would  be  well  served  by  infor- 
mation, the  costs  of  the  standards  or  "banning"  approach  may  be 
higher  than  needed  to  serve  majority  consumer  interests.  Again,  the 
degree  of  hazard  is  an  important  consideration,  even  though  all  con- 
sumers may  be  paying  for  the  benefit  of  a  few. 

The  proposed  rule  governing  nutritional  disclosures  has  undergone 
intense  study  and  will  most  probably  not  be  issued  in  its  original  form. 
Yet,  the  discussion  of  this  section  illustrates  that  the  development  of 
effective  information-based  methods  of  consumer  protection  is  far  from 
simple. 

C.  F<  deral  food  regulation :  Product  standards  versus  labeling 

Yet  Federal  food  regulation  is  arguably  less  concerned  with  severe 
or  irreversible  consequences  than  with  regulating  aspects  of  the  pro- 
duction process,  all  of  which  possibly  is  of  value  to  consumers  and 
may  be  considered  beneficial  by  producers.  The  true  test  of  health, 
safety  and  nutritional  attributes  of  food  presumably  is  the  character- 
istic* of  the  final  product,  rather  than  the  particular  process  used  or 
on  the  aesthetic  characteristics  of  the  ingredients.  Why,  then,  regulate 
the  process  rather  than  monitor  product  characteristics?  If  a  stand- 
ards or  banning  approach  is  to  be  used,  why  not  have  standards  on 
final  product  characteristics?  One  reason  is  that  it  may  be  cheaper 
to  regulate  the  process  than  to  monitor  the  product.  Another  answer 
is  that  consumers  may  care  about  the  production  process  independent 
of  product  characteristics.  Consumers  may  value  the  notion  that  their 
bread  is  free  of  insect  parts  or  that  their  steaks  came  from  healthy 
animals,  even  though  the  hazard  is  negligible  or  nonexistent  and 
observable  product  "quality"  is  not  affected  in  any  way.  The  case  study 
of  food  regulation,  conducted  in  connection  with  this  report,  noted 
that : 

.  .  .  the  concern  for  food  is  deeply  rooted  in  human  values  and  emotions.  Food  is 
more  than  a  collection  of  chemicals  we  need  to  live.  The  quality  of  food  is  viewed 
by  many  as  symbolizing  the  quality  of  their  lives  .  .  .  For  orthodox  Jews,  the  re- 
st fictions  of  the  Jewish  dietary  laws  are  of  extreme  importance  for  living  a  good 
life.  Moslems  as  well  as  Jews  consider  pork  as  unclean  food.  Hindus  hold  various 
foods  to  be  unclean.  Regardless  of  religious  beliefs,  most  consumers  want  their 
food  to  be  as  safe  and  free  from  impurities  as  possible ;  even  from  such  impurities 
as  microscopic  amounts  of  sterilized  tomato  worms  which  pose  no  health  risks 
ailed  aesthetic  contamination).  The  willingness  and  ability  to  pay  for  ex- 
t  remly  pure  foods  varies  among  consumers. 
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All  these  observations  are  consistent  with  the  premise  that  most  people  have 
a  deep  seated  aversion  to  food  impurities,  whether  they  pose  a  health  risk  or 
whether  they  are  simply  aesthetically  unpleasant.  Moreover,  it  appears  that  con- 
cern over  the  quality  of  food  is  increasing  as  income  and  knowledge  increase,  and 
this  increase  is  independent  of  actual  risks  to  health.78 

Of  course,  practically  speaking,  food  cannot  be  totally  free  of 
"aesthetic  contamination."  Lettuce  is  grown  in  fields  where  small 
animals  are  found,  insects  are  essential  for  plant  pollination  and  even 
healthy  animals  inevitably  have  bruises  or  minor  infections.  But  it  does 
matter  to  many  consumers  whether  the  protein  in  their  food  comes 
from  beef,  pork  or  soybeans,  and  whether  food  processing  plants  are 
clean,  even  if  the  final  product  ma}T  not  be  affected.  Thus,  some  con- 
sumers in  etl'ect  demand  regulation  of  the  process  to  maintain  "aesthe- 
tic" quality — an  objective  that  may  not  be  met  by  product  inspection 
alone.  So  too.  manufacturers  may  support  such  regulation  to  maintain 
consumer  confidence  in  product  quality.  Clearly  the  cost  of  the  process- 
regulation-"banning'-  approach  is  sustained  by  all  consumers,  regard- 
less of  their  desire  for  high  aesthetic  quality.  In  direct  consequence, 
prices  may  rise  to  the  detriment  of  low  income  consumers. 

As  previously  noted,  the  process-regulation-banning  approach  seems 
generally  most  appropriate  when  potential  consequences  are  severe.  But 
much  of  food  regulation  cannot  be  justified  on  that  ground,  since  it 
largely  concerns  generally  nonhazardous  sanitation  problems  rather 
than  dire  safety  or  health  hazards.79  For  example,  the  FDA  may  seize 
or  destroy  brewery  grain  when  rodent  or  insect  contamination  is  above 
a  threshold  level.  This  is  true  even  though  the  cooking,  filtering,  and 
chemical  action  of  the  brewing  process  guarantees  a  safe  product.80 
All  beer  drinkers  bear  the  costs,  but  the  more  fastidious  gain  at  the 
expense  of  others.  Consumers  who  would  prefer  less-expensive  beer 
in  return  for  somewhat  higher  but  non-dangerous  "contamination", 
are  denied  that  choice.  Also  some  grain  is  wasted  or  diverted  to  non- 
human  consumption.  The  same  holds  true  for  meat,  and  even  here  the 
health  hazards  do  not  appear  severe.81 

Informational  or  labeling  approaches  could  be  adopted,  with  gov- 
ernment 2rradin<r  used  to  identify  products  produced  under  varying 
"aesthetic"  conditions.82  One  argument  against  this  approach  is  that 
the  poor  or  illiterate  would  be  "driven"  to  consume  the  lowest  grades, 
and  so  would  suffer.  But  if  prices  are  indeed  lower,  and  the  nutritional 
and  health  hazards  small  or  nonexistent,  it  appears  that  these  groups 
would  gain  from  a  wider  range  of  grades. 

Labeling  might  also  be  used  for  foods  that  must  be  properlv  proc- 
essed by  consumers  to  be  safe.  This  may  seem  absurd,  but  at  present 

78  Ibid.  Two  FDA  survevs  conducted  in  1066  and  1972  provide  an  indication  of  the 
direction  of  concern.  In  1066.  82  percent  of  the  respondents  said  they  felt  reasonp'dy  or 
definitely  sure  their  food  was  wholesome,  pure  and  safe  to  eat.  The  number  for  1072  was 
78  percent.  For  artificial  colors  the  vote  for  "very  safe"  decreased  from  41  to  1"  percent 
and  for  preservatives  the  numbers  were  33  percent  and  5  percent  respectivelv.  (Pr.  H.  R. 
Roberts  cited  by  Ibid.) 

™  Ibid. 

80  Ibid. 

81  Ibid. 

82  Ibid. 
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consumers  who  buy  pork  in  the  United  States  are  frequently  exposed 
to  trichinosis  with  no  warning.83  While  pigs  are  checked  for  bruises 
and  other  defects,  there  is  no  continuous  inspection  of  each  animal  for 
this  potentially  serious  disease.84  Apparently  consumers  are  to  be  pro- 
tected by  informal  education  over  the  years.  The  cost  of  microbiologi- 
cal inspection  for  trichinosis  would  be  very  significant.85  But  the 
health  hazard  is  real,  and  the  less  educated,  or  careless  may  suffer.  The 
rationale  for  relying  on  banning  to  prevent  the  consumption  of  gen- 
erally harmless  insect  parts  while  using  informal  education  to  protect 
against  trichinosis  is  unclear. 

Some  support  for  food  processing  regulation  may  come  from  a  con- 
sumer desire  "not  to  know7'.  As  biological  products  most  foods  will  be 
contaminated  to  some  degree.  Yet  consumers  may  prefer  to  believe 
that  foods  are  "pure".  FDA  has  recognized  the  impossibility  due  to 
high  cost  of  total  purity  by  setting  Defect  Action  Levels  (DAL's)  for 
many  foods.  These  standards  reflect  popular  desires  for  pure  foods  as 
well  as  the  ability  of  producers  to  meet  standards  without  large  cost 
increases.86  The  DAL's  are  not  health  hazard  "thresholds"  or  guaran- 
tees of  aesthetically  "pure"  foods.  Instead  they  are  limits  below  which 
processing  costs  rise  sharply.87  For  example,  dried  mushrooms  meet  the 
D.A.L. 

"...  if  on  the  average  per  15  grams  they  contain  (a)  less  than  21  maggots  of 
any  size  and  (b)  less  than  6  maggots,  2mm.  or  longer  and  (c)  less  than  75  mite* 
and  (d)  less  than  11  percent  of  decomposed  mushrooms.88 

This  does  not  represent  "purity".  Yet  many  consumers  may  prefer 
"not  to  know",  and  to  ignore  the  sometimes  unpleasant  reality  of  food 
sanitation.  One  result  of  concern  with  "purity"  is  monitoring  of  the 
characteristics  of  ingredients  rather  than  product  quality  and  safety.89 

( Concern  over  ingredient  purity  rather  than  product  safety  can  have 
perverse  side  effects.  D.A.L.  standards  for  fruits  and  vegetables  limit 
insect  infestation.  Studies  by  Dr.  Donald  Kennedy,  present  Commis- 
sioner of  the  Food  and  Drug  Administration,  indicated  that  the  result 
was  increased  insecticide  use  by  farmers  and  greater  insecticide  levels 
in  some  products.90 

7.  Conclusions :  Spec  if  eat  ion  standards,  performan-ce  standards,  and 
info/  /nation  pro  vision 
Overall,  product  performance  standards  place  fewer  constraints  on 
technology  and  impose  lower  costs  than  process-oriented  specification 
standards.  Compared  to  standards  generally,  an  informational  ap- 
proach relying  on  labeling  and  disclosure  allows  even  greater  flexi- 
bility and  freedom  of  choice.  However,  flexibility  and  low  costs  may 
not  in  all  cases  be  the  most  important  objective.  When  risks  are  great 
or  consequences  potentially  irreversible,  certainty  may  be  preferred 

« Ibid. 
w  ibid. 
-'■  [bid. 
"'  [bid. 

w  Ibid. 
w  Ibid. 
••  Ibid. 
90  Stanford  Observer,  Vol.  10,  June  1976,  cited  in  ibid. 


171 

which  can  best  be  achieved  by  some  form  of  strictly  enforced  standard. 
Performance  standards  could  in  that  regard  be  appropriate.  Yet  in 
certain  situations,  such  as  nuclear  safety,  the  extent  of  risk  may  be  so 
great  that  it  is  necessary  to  regulate  the  process  through  specification 
standards.  In  those  areas,  the  benefits  of  certainty  are  judged  to  weigh 
possible  advantages  in  cost  or  ilexibility  which  might  be  gained  from 
other  approaches.  Also,  where  there  is  a  clear  public  demand  (such  as 
sometimes  occurs  with  pure  food)  or  the  need  to  protect  a  particular 
group,  a  course  involving  strict  standards  may  be  justified.  These  issues 
of  basic  regulatory  approach,  so  critical  to  economic  well-being  and 
public  welfare,  must  be  determined  by  Congress. 

I.  Imposing  Taxes  and  Fees  as  Incentives  for  Prevention 

Taxes,  fees  or  other  payments  can  be  used  to  close  gaps  between 
private  and  social  costs  (or  benefits)  and  provide  automatic  incen- 
tives for  prevention,  avoidance,  conservation — in  other  words,  for 
internalization  of  external  effects.  To  avoid  perverse  incentives  and 
the  resulting  waste  and  possible  inequities  it  is  most  important  that 
the  tax  or  other  incentive  be  focused  on  the  activity  to  be  discour- 
aged. More  narrowly  grounded  taxes — as  on  automotive  use  of  gaso- 
line or  on  the  business  use  of  oil  and  natural  gas — may  unduly  dis- 
courage the  taxed  activity,  imposing  unnecessary  costs  to  save  fuel 
which  could  perhaps  be  more  cheaply  saved  elsewhere.  The  issue  is 
similar  to  that  encountered  in  setting  standards,  to  wit:  taxes,  like 
standards  and  sanctions,  must  be  set  so  as  to  encourage  achievement 
of  regulatory  goals.  Ideally  taxes  or  other  incentives  would  be  based 
on  some  measure  of  performance,  such  as  the  extent  of  pollution 
produced  or  degree  of  health  hazard. 

1.  The  benefits  and  effects  of  fee  systems 

Fee  systems  have  major  practical  advantages.  First,  and  perhaps 
most  important,  when  fees  are  imposed  it  becomes  profitable  to  reduce 
the  hazard.  There  will  also  be  clear  incentives  to  innovate  and  pursue 
the  least  costly  methods  of  achieving  a  particular  goal.  That  will  in- 
volve consideration  of  various  possibilities,  without  favoring  any 
particular  approach.  The  result  will  be  that  those  subject  to  fees  will 
be  induced  to  make  their  contributions  to  reducing  the  hazard  at  a 
minimum  cost.  All  of  which  is  automatic  and  not  dependent  on  admin- 
istrative discretion  and  review. 

Fee  systems  can  induce  firms  and  individuals  to  abate  their  ac- 
tivities up  to  the  point  where  costs,  including  any  fee,  of  further 
action  would  not  be  justified  by  extra  benefits  thereby  obtained.  To 
abate  further  would  increase  costs  beyond  benefits.91  The  fee  itself 
will  be  treated  just  like  costs  of  electricity,  labor,  and  materals.  Firms 
will  weigh  the  fee  (which,  in  effect,  is  the  cost  of  non-abatement) 
against  the  cost  of  abating  the  hazard  and  thus  avoiding  the  fee. 

n  See  A.  Michael  Spence  and  Martin  L.  Weitzman.  "Regulatory  Strategies  for  Pollution 
Control."  paper  presented  at  a  conference  on  air  pollution  control,  Massachusetts  Institute 
of  Technology,  December  1976. 
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Possible  abatement  activities  vary  widely,  including :  installation  and 
maintenance  of  equipment;  modifications  in  product  design,  manu- 
facturing process,  or  materials ;  or  reducing  production.  All  of  these 
control  methods  impose  costs,  whether  in  increased  expenses  or 
decreased  profits. 

The  way  in  which  firms  are  likely  to  balance  these  considerations  is 
best  illustrated  through  diagrams  and  numerical  examples.  In  Figure 
1  the  level  of  hazard  reduction  is  measured  from  left  to  right  along  the 
horizontal  axis.  The  point  labeled  at  the  far  left  of  this  axis  indicates 
the  amount  of  reduction  which  would  be  undertaken  in  the  absence  of 
any  fee  or  incentive  system  or  other  regulation ;  for  convenience  it  is 
marked  as  the  point  of  zero  abatement.  For  our  purposes,  the  maxi- 
mum possible  level  of  reduction  is  measured  as  10  units.  Abatement  is 
measured  from  left  to  right ;  conversely  hazard  is  measured  from  right 
to  left.  In  this  hypothetical  situation  when  complete  or  100%  abate- 
ment has  been  achieved,  10  units  of  the  hazard  have  been  removed,  thus 
reducing  it  to  zero.  This  point  is  shown  at  the  right  of  the  horizontal 
axis.  Similarly,  50  percent  abatement — the  point  halfway  between 
these  two  points — means  that  5  units  of  the  hazard  have  been  removed 
with  an  equal  number  remaining. 

The  upward  sloping  curve  labeled  AC  in  Figure  1  represents  the 
costs  of  hazard  reduction.  The  height  of  the  curve  at  each  level  of 
abatement  indicates  the  cost  of  obtaining  the  last  bit  of  reduction  (or 
the  "incremental  cost  of  abatement")  which  is  hypothesized  ultimately 
to  rise  sharply  with  the  degree  of  hazard  reduction.  According  to  the 
curve  AC  the  cost  of  the  first  unit  of  abatement  (that  is,  reducing  the 
hazard  level  from  10  to  9)  is  $20,000  per  month;  and  the  same  expense 
is  incurred  for  the  second  unit  of  reduction.  However  beyond  that,  the 
extra  cost  of  further  reducing  the  hazard  rises,  as  the  firm  must  resort 
to  increasingly  costly  means  of  prevention.  This  is  shown  in  Figure  1, 
where  the  additional  cost  of  moving  from  40  to  50  percent  abatement 
is  between  $30,000  and  $35,000  per  month,  while  the  extra  cost 
of  movng  from  70  to  80  percent  abatement  is  between  $45,000  and 
$50,000  per  month.  Conversely,  the  total  cost  of  reducing  the  hazard 
level  from  10  to  8  will  be  the  cost  of  the  first  unit  ($20,000)  plus  the 
added  cost  of  the  second  unit  ($20,000)  for  a  total  of  $40,000  per  month 
to  achieve  a  20  percent  reduction.  More  generally,  the  total  cost  of  any 
degree  of  hazard  reduction  will  be  the  area  under  the  AC  curve,  out  to 
that  level  of  abatement.  Thus,  the  total  cost  of  attaining  50  percent 
abatement  is  given  by  the  striped  area  in  Figure  1. 
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FIGURE 


HYPOTHETICAL  COSTS ' OF  HAZARD  REDUCTION 
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Figure  2  reproduces  Figure  1  but  introduces  an  assumed  hazard  fee 
of  $30,000  per  unit  hazard  per  month.  Under  this  fee,  if  there  is  no 
abatement,  the  firm  must  pay  $30,000  for  each  of  the  10  units  of  haz- 
ard, as  shown  by  line  F  in  Figure  2.  Thus,  total  fee  cost  with  zero  abate- 
ment is  shown  by  the  striped  rectangular  area  in  Figure  2.  Thus  each 
unit  of  abatement  will  save  the  firm  $30,000  per  month,  which  is  in 
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effect  a  gross  cost  saving  from  reduced  fees  or  taxes.  For  example,  the 
total  saving  in  fees  for  20  percent  abatement  (reduction  of  hazard  by  2 
units)  would  be  $60,000  per  month.  But  that,  of  course,  does  not  take 
account  of  the  incremental  costs,  which  are  indicated  by  curve  AC. 
Each  additional  unit  of  reduction  brings  an  extra  gain  of  $30,000  per 
month,  measured  by  the  height  of  fee  line  F  in  Figure  2.  Thus  the  firm 
can  expand  its  total  gain  from  hazard  reduction  by  increasing 
abatement  so  long  as  the  extra  cost  (the  height  of  AC)  does  not  ex- 
ceed the  fee  saving  ($30,000  per  month,  the  height  of  free  line  F) 
from  that  action.  Therefore  the  company  will  best  serve  its  own  eco- 
nomic interests  by  increasing  abatement  until  the  point  that  added 
control  costs  would  be  greater  than  the  resulting  saving  in  fees.  In 
terms  of  Figure  2,  the  profit  motive  would  assure  that  a  40  percent  re- 
duction in  hazard  would  be  achieved.  The  cross-hatched  area  in  Figure 
2  indicates  the  profits  gained  by  this  strategy. 


F   I  G  U  R  E   2 
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Table  5-4  shows  the  profit  position  of  the  firm  at  various  levels  of 
abatement  and  illustrates,  as  does  Figure  2,  why  the  firm  will  increase 
abatement  until  the  incremental  cost  for  the  last  bit  of  abatement  just 
equals  the  fee.  Both  the  first  and  second  unit  of  abatement  cost  $20,- 
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000  but  yield  a  fee  saving  of  $30,000,  for  a  not  contribution  to  profit  of 
$10,000.*Up  to  40  percent  abatement,  further  expenditures  more  than 
justify  their  cost.  The  4th  unit  of  abatement,  as  shown  in  Table  5-4 
and  Figure  2,  adds  approximate  costs  of  $27,500  but  contributes  rev- 
enues of  somewhat  more,  and  so  is  worth  undertaking.  However,  mov- 
ing beyond  that  point  would  involve  higher  cost  and  without  commen- 
surate yield  in  spared  fees,  thus  decreasing  the  total  return.  Cutting 
hazard  from  10  to  6  thus  adds  $30,000  per  month  to  profit.  Thus,  higher 
fees  would  be  needed  to  induce  higher  levels  of  control.  For  example, 
to  attain  70  percent  reduction,  the  fee  would  have  to  be  about  $45,000. 
At  any  lower  level  of  fee  the  firm  would  not  find  it  profitable  to  incur 
the  extra  cost  to  reach  that  level  of  control. 

TABLE  5-4.  HYPOTHETICAL  EFFECTS  OF  HAZARD  REDUCTION  ON  COSTS,  AND  PROFITS 
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Total  profit 

Total  fee 

saving  from 

reduction 

last  unit 

gain  from 

payment 

reduction 

cost' 

reduction 

reduction 

Hazard  reduction  level: 

0 300,000  0 0 

I„ 270,000  30,000  20,000  10,000  10,000 

2 240,000  60,000  20,000  10,000  20,000 

3 210,000  90,000  22,500  7,500  27,500 

4 180,000  120,000  27,500  2,500  30,000 

5 150,000  150,000  32,500  -2,500  27,500 

6. 120,000  180,000  37,500  -7,500  20,000 

7 90,000  210,000  42,500  -12,500  7,500 

8 60,000  240,000  47,500  -17,500  -10,000 

9.. 30,000  270,000  52,500  -22,500  -32,500 

10 0  300,000  57,500  -27,500  -60,000 

>  Cost  of  last  full  unit  of  hazard  reduction. 

Clearly  under  a  fee  system  if  abatement  costs  are  uncertain,  the  ul- 
timate level  of  reduction  will  also  be  uncertain.  Suppose  that  it  is  be- 
lieved that  abatement  costs  look  like  AC  and  that  the  desired  target 
or  "standard''  is  40  percent  control.  In  that  hypothetical,  a  fee  of 
$30,000  will  be  set.  If  estimates  proved  accurate,  the  goal  would  be  auto- 
matically achieved.  However,  if  the  projection  is  mistaken  and 
abatement  costs  are  higher,  then  a  lower  level  of  reduction1  will  be 
achieved  since  that  would  represent  the  most  profitable  course  for  a 
firm  to  take.  On  the  other  hand  costs  could  be  lower  than  expected  and 
more  abatement  than  considered  necessary  would  be  obtained.  That  re- 
sult might  suggest  downward  adjustment  of  fees  in  order  to  achieve 
the  desired  level.  Some  discretion  insofar  as  fee  adjustment  thus  may 
be  necessary.  However,  that  is  also  the  case  with  a  standards-enforce-* 
ment  approach.  In  other  words,  if  control  costs  prove  to  be  higher  than 
expected,  enforcement  efforts  or  sanctions  will  have  to  be  increased  or 
strengthened  to  induce  a  desired  level  of  control,  since  higher  costs  of 
compliance  will  almost  certainly  foster  business  resistance. 

It  is  clear  that  fees  become  more  attractive  as  costs  are  of  increasing 
concern  and  in  situations  where  the  consequences  of  some  risk  of 
higher  hazard  or  external  effect  are  not  disastrous.92  If  achieving  a  cer- 
tain goal  is  considered  very  important  to  the  private  or  public  welfare, 
it  may  not  be  desirable  to  allow  that  achievement  to  depend  on  abate- 


92  For  an   ex, 
Larry  Ruff,  Fed 


:pllcation   of  this  argument  In   the  context  of  environmental   pollution   sec 
'deral  Environmental  Regulation  op.  cit.  in  Appendix  to  this  volume. 
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ment  costs,  which  tend  to  be  uncertain.  Oher  approaches — including 
saleable  rights,  and  quantitative  standards  with  strict  enforcement 93 — 
should  be  considered  if  certainty  is  preferred.  That  is,  if  costs 
are  moderate  and  specific  goals  are  both  known  and  of  real 
importance,  the  fee  approach  loses  appeal,  because  the  level  of  abate- 
ment or  remaining  hazard  is  uncertain.94  With  quantitative  limitations 
as  may  be  imposed  by  strictly  enforced  standards,  the  level  of  hazard 
or  other  activity  can  be  relatively  certain.  The  total  costs  of  compli- 
ance may  be  uncertain  and  could  be  very  large  indeed. 

To  be  efficient  taxes  or  fees  should  be  paid  by  all  who  contribute  to 
the  hazard,  so  that  the  incentive  to  act  will  be  widespread.  But  that 
could  conflict  with  equity  considerations;  for  example,  placing  high 
taxes  on  those  without  viable  alternatives  may  impose  a  very  onerous 
burden,  which  may  not  even  contribute  to  a  solution  of  the  problem. 
Lacking  realistic  alternatives,  circumstances  will  compel  some  to 
simply  pay  the  tax  and  continue  the  activity. 

That  possibility  might  appear  to  justify  a  differential  fee  structure, 
based  on  a  relative  consideration  of  burdens  and  the  ability  to  respond. 
But  to  do  so  would  first  require  a  statutory  delineation  of  classes,  and 
an  elaborate  regulatory  apparatus  for  implementation.  That  applica- 
tion would  involve  determinations  of  who  belonged  in  each  class,  and 
whether  exceptions  or  qualifications  in  specific  cases  should  be  made. 
Firms  will  thus  be  encouraged  to  seek  the  most  favorable  classifica- 
tion or  argue  for  possible  exceptions  or  other  treatment.  Aside  from  the 
likely  delays,  that  process  necessarily  weakens  the  automatic  feature  of 
the  approach,  which  is  perhaps  its  primary  attraction.  Further,  firms 
in  favored  clashes  will  have  less  motivation  to  innovate  and  reduce  the 
problem  because  they  are  subject  to  lower  fees.  Finally,  the  adoption  of 
possibly  less  socially  preferred  alternatives,  which  qualified  them  for 
favored  treatment,  could  be  encouraged.  For  example,  if  small  plants 
were  classed  in  a  low  fee  category,  firms  would  be  clearly  prompted 
toward  construction  on  that  scale — even  though  the  course  might  be 
more  costly  for  society  and  less  effective  in  achieving  a  particular  goal. 
In  some  cases  equity  may  dictate  such  differential  treatment,  but  the 
potential  costs  in  efficiency  may  be  substantial. 

One  desirable  feature  of  an  incentive  approach  is  that  with  uniform 
fees  and  enforcement  it  can,  in  principle,  achieve  any  degree  of  "abate- 
ment" at  minimum  cost,  because  incremental  abatement  costs  will  be 
the  same  for  all  users.  To  achieve  that  same  objective  by  a  standards- 
enforcement  approach  requires  extensive  knowledge  of  production 
processes  throughout  the  economy  and  a  correspondingly  detailed  set 
of  classifications  and  enforcement  criteria.  Thus,  standards  systems 
will  inevitably  impose  higher  cost  for  given  levels  of  abatement  than 
uniform  tax  or  fee  systems. 

%.  Tli'    A1  or  Tori:  City  nicotine  tax:  An  example  of  an  incentive 
system 
At  present,  taxes  or  fees  are  not  widely  used  to  internalize  external 
effects  or  hazards.  One  example  is  New  York  City's  "nicotine  and  tar" 

'•'    [bid.  Also  see  Spence  and  Welt'/man.  on.  pit..  \>r>-  14-20. 

,J  Standard  enforcement  with  small  penalties  will  not  necessarily  make  remaining  haz- 
ards any  more  certain  than  n  fee  or  tax. 
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tax  on  cigarettes.95  In  July,  1971  additional  taxes  were  placed  on  ciga- 
rettes as  follows : 

1.  One  and  one-half  cents  for  each  ten  cigarettes  where  either  their  tar  con- 
tent exceeds  seventeen  milligrams  per  cigarette  or  their  nicotine  content  exceeds 
one  and  one-tenth  milligrams  per  cigarette ; 

2.  Two  cents  for  each  ten  cigarettes  where  their  tar  content  exceeds  seventeen 
milligrams  per  cigarette  and  their  nicotine  content  exceeds  one  and  one-Lenth 
milligrams  per  cigarette.16 

Considering  that  the  previous  base  local  tax  rate  was  two  cents  per 
ten  cigarettes,  this  local  ordinance  represents  a  substantial  tax  increase. 
The  law's  objective,  as  inferred  from  debate  on  the  state  enabling  act, 
was  to  increase  the  cost  of  smoking  in  direct  relationship  to  the  degree 
of  health  hazard  presented.97  Although  the  exact  nature  of  the  external 
effect  to  be  corrected  is  unclear,  financial  and  other  externalities  due 
to  illness  could  justify  the  tax.  From  the  City's  action,  it  can  be  as- 
sumed that  disclosure  of  health  hazards  to  consumers  was  not  con- 
sidered adequately  effective;  as  a  result  of  Federal  action,  clear  warn- 
ings already  appeared  on  cigarette  packages.  Something  more  was 
deemed  necessary  to  discourage  consumption  of  high  tar  and  nicotine 
cigarettes.  Also,  perhaps  the  tax  would  make  consumers  more  conscious 
of  the  risks.  The  law  stressed  that  it  is  "intended  that  the  ultimate 
incidence  of  a  liability  for  the  tax  shall  be  upon  the  consumer'.98  and 
required  differentiated  retail  prices  reflecting  the  taxes  as  well  as  no- 
tice to  consumers  of  the  taxes  paid.99  The  actual  price  differential  re- 
quired were  higher,  ranging  up  to  five  cents  for  vending  machines  sales. 

Since  in  financial  terms  so  little  cost  is  involved,  only  slight  effects 
might  be  expected.  But  available  evidence  suggests  a  contrary  result. 
In  his  study,  William  Drayton  indicates  that  there  may  have  been 
substantial  shifts  to  exempt  brands  of  about  twelve  to  thirteen  percent 
of  total  cigarette  sales.1  This  estimate  is  based  on  a  comparison  of  ac- 
tual New  York  brand  selections  following  the  tax  with  nationwide 
average  prior  to  the  law's  adoption.  The  impact  may  be  overstated, 
since  there  may  be  other  explanations  for  the  shift:  perhaps  respond- 
ing to  more  general  trends,  New  Yorkers  in  increasing  numbers  might 
have  preferred  the  low-tar  nicotine  cigarettes  regardless  of  the  tax; 
or  possibly  those  who  favored  the  more  heavily  taxed  brands  obtained 
them  elsewhere.2  Nevertheless,  Drayton  believes  the  evidence  shows 
some  movement  in  the  desired  direction.  It  is  unclear  whether  that 
shift  was  prompted  by  the  incentive,  as  distinguished  from  the  infor- 
mational aspects,  of  the  tax.3  Studies  of  these  effects  could  prove  use- 
ful for  future  policy  making. 

3.  Incentive  mechanism  to  improve  worker  safety  and  health:  Uses 

and  limitations 

Tax  proposals  to  achieve  regulatory  objectives  have  been  made  in 

other  areas.  Worker  safety  provides  an  example.  If  information  or 

other  problems  keep  producers  and  employers  from  fully  taking  ae- 

95  This  discussion  draws  on  Economic  Disincentives,  op.  cit..  pp.  92-98. 

06  Local  law  1971.  No.  34.  June  30.  1071.  codified  as  section  D  46-2. 0a. 3  and  section  46-8.0 
Administrative  Code,  the  City  of  New  York,  cited  in  Economic  Disincentives,  op.  cit..  p.  92. 
97  Ibid.,  p.  93. 

88  Section  D  46-2.0a.3,  cited  in  ibid. 
69  Ibid.,  p.  94. 

1  Si  Yale  Law  Journal,  cited  in  ibid.,  pp.  96-98. 

2  Ibid. 

8  Ibid.,  p.  98. 
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count  of  hazards,  a  penalty  on  product  or  work  related  injuries,  or  even 
conceivably  on  health  problems  or  hazards,  could  be  of  assistance. 
Ideally,  the  penalty  would  equal  the  difference  between  the  expected 
total  cost  of  a  consequence,  such  as  injury  or  disease,  and  the  portion 
borne  by  a  producer  or  employer  in  lower  prices  or  higher  wages,  turn- 
over, etc.  Because  the  welfare  of  workers  in  each  workplace  is  impor- 
tant, there  is  no  presumption  that  the  tax  or  penalty  be  uniform.  Taxes 
might  be  placed  on  products  which  were  hazardous  in  use  or  on  the  use 
of  materials  hazardous  to  workers. 

The  tax  would  have  the  desired  incentive  effect  of  raising  the  rela- 
tive prices  of  products  and  processes  causing  damages.  Thus  the 
marketplace  would  then  discourage  consumption  of  goods,  or  the  use 
of  processes,  which  posed  costly  hazards.  Most  important,  taxes  would 
prompt  reduction  of  damages,  in  contrast  to  present  methods  of 
attempting  to  meet  standards  independently  of  real  effects  on  worker 
or  consumer  welfare.  There  would  also  be  an  incentive  to  properly 
maintain  and  operate  equipment  once  installed,  which  is  something 
that  the  standards  approach  does  not  address.  That  lack  has  been  a 
major  failing  of  the  automobile  emission  and  water  pollution  control 
programs.  Finally,  firms  would  be  motivated  to  reduce  incidents  by 
adopting  the  least  costly  methods,  whether  these  involved  capital  in- 
vestment, process  or  product  changes,  or  worker  or  consumer  educa- 
tion and  training. 

Penalties  may  be  more  appropriate  for  job  and  product  safety  than 
for  health.  An  accident  or  injury  is  a  definite  event,  typically  involv- 
ing a  specific  product  or  workplace.  In  that  sense,  penalties  are  less 
appropriate  for  health  problems.  Many  health  problems  appear  only 
with  the  passage  of  time;  workers  may  have  switched  jobs,  and  con- 
sumers used  a  wide  range  of  possible  injurious  products;  and  deter- 
mining causation  may  be  very  difficult.  In  those  situations,  who  should 
be  penalized?  In  addition,  the  penalty  may  not  be  a  useful  incentive  to 
reduce  hazard  and  damage.  If  workers  change  employers  and  con- 
sumers shift  suppliers,  preventive  activities  by  any  one  firm  might 
have  little  effect  on  the  overall  safety  or  the  overall  health  of  its  cus- 
tomers and  employees.  For  these  reasons  standards  are  superior  to  in- 
centives for  dealing  with  health  problems.  As  discussed  above,  if  there 
is  uncertainty  about  abatement  costs,  penalties  or  fees  can  leave  hazard 
levels  uncertain.  For  some  hazards — e.g.,  carcinogens — this  may  be  con- 
sidered intolerable.  But  a  tax  on  levels  of  exposure — such  as  the  amount 
of  lead  in  air — would  at  least  give  firms  incentives  to  move  in  the 
proper  direction.  Although  penalties  on  most  disease  incidents  do  not 
appear  appropriate,  disincentives  to  expose  workers  or  consumers  to 
hazards  could  supplement  standards,  and  provide  continuing  incen- 
tives for  technical  change  and  safe  product  development. 

High  penalties  could  significantly  reduce  on-the-job  injuries. 
Studies  by  R.  S.  Smith  suggest  that  fines  of  about  $-2,000  per  inci- 
dent might  reduce  injuries  by  9  to  13  percent,4  which  may  indicate 
that  job  safely  efforts  have  reached  the  point  where  many  injuries 
cost  more  than  $2,000  to  eliminate.  It  is  arguable  whether  the  elimi- 
nation of  more  injuries  is  worth  the  additional  cost.  For  example, 
in  1970  typical  compensable  injuries  in  manufacturing  entailed  less 

*  B.  S.  Smith,  op.  fit.,  p.  80. 
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than  $150  in  medical  expenses  and  $375  in  lost  wages  for  a  total 
potential  dollar  cost  to  employees  of  $525.*  Workmen^  compensation 
generally  covers  only  about  half  of  lost  wages.6  Smith  estimates  that 

the  "tax"  required  to  internalize  the  probable  costs  to  workers  would, 
for  a  plant  of  500  workers,  range  from  $-200  to  $900  per  injury  for 
temporarily  disability  cases.7  Of  course,  pain  and  Buffering  costs  could 
raise  the  appropriate  tax  to  much  higher  levels. s  Hut  Smith  conclude- 
that  such  tines,  amounting  to  about  1  percent  of  payrolls  would  reduce 
injury  rates  by  between  k2  and  10  percent.9  Penalties  must  be  based  on 
individual  and  plant  experiences  or  risks.  Otherwise  the  inventive  ef- 
fects will  be  perhaps  misdirected. 

Much  of  the  support  for  standards  over  incentives  may  derive  from 
moral  principles:  conceptually,  a  standard  forbids  or  requires,  while 
a  tax  or  penalty  appears  to  allow  and  confer  legitimacy,  so  long  as 
payment  is  made.  With  human  pain  and  life  at  stake,  this  may  appear 
repugnant.  However,  the  success  of  standards  depends  on  the  effective- 
ness of  enforcement,  and  thus  is  too  often  adversely  affected  by  regu- 
lated firms'  use  of  legal  tactics  to  delay  imposition  of  sanctions.  Such 
delay  would  not  occur  with  incentives. 

Penalties  and  other  incentives  will  also  induce  firms  to  use  the  lowest 
cost  methods  of  "prevention."  Hut  this  may  have  its  own  undesi red 
side  effects.  The  least  cost  method  of  compliance  may  be  periodic 
physicals  coupled  with  dismissal  or  transfer  of  "accident-prone"  or 
otherwise  susceptible  workers.10  The  cost-effective  approach  of  deny- 
ing employment  to  some  classes  of  workers  may  conflict  with  other  so- 
cial policies.  But  if  the  employment  of  the  "accident  prone"  results  in 
much  greater  hazards,  preserving  "equal  opportunity"  and  "job  se- 
curity" may  be  very  expensive  indeed. 

Furthermore,  unenforced  or  poorly  enforced  standards  may  be  worse 
than  taxes  or  penalties.  Taxes  on  exposure  or  observable  incidents  at 
least  provide  some  incentives.  Standards  could  be  objectives  for  union 
bargaining  activities  and  private  efforts  to  provide  information,  but 
incentives  will  be  too  low  without  enforcement.  If  workers  and  con- 
sumers incorrectly  believe  that  standards  provide  protection,  they 
may  take  insufficient  precautions  or  demand  less  wage  and  price  com- 
pensation for  hazards.  As  a  result,  incentives  will  be  too  low.  These 
effects  will  be  most  severe  for  diseases  with  long  latency  periods. 

These  considerations  indicate  that  incentive  mechanisms  are  clearly 
not  a  panacea  for  all  problems  worthy  of  government  attention.  In 
addition,  a  major  determinant  of  the  success  of  such  approach  is  the 
way  in  which  it  is  designed.  The  problems  of  properly  designing  incen- 
tive systems  are  Avell  illustrated  by  a  discussion  of  "user  charges"  for 
public  facilities. 

J.  User  Charges  and  Incentives 

Charges  for  the  use  of  public  facilities  can  lower  use  below  what  it 
otherwise  would  be,  and  can  help  allocate  such  facilities  to  the  higher 

5  Ibid.,  p.  81. 

6  Ibid. 

7  Ibid.,  p.  82. 

8  Ibid. 
8  Ibid. 

10  These  arguments  are  taken  from  N.  S.  Ashford,  "Crisis  in  the  Workplace."  op.  cir.. 
p.  334. 
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value  uses.  By  doing  so,  charges  can  reduce  emissions,  pollution  or 
other  undesirable  social  effects  and  lower  the  cost  of  achieving  social 
goals.  The  environment  is  one  such  "public  facility"  subject  !o  "use 
and  overuse"  by  polluters.  The  capacity  of  other  public  facilities,  such 
as  airports  and  highways,  can  also  be  overused.  During  rush  hours  the 
addition  of  extra  vehicles  to  the  road  will  increase  delays  for  other 
traffic.  In  choosing  whether  to  use  a  road  during  the  peak  hours,  a 
driver  will,  in  a  sense,  consider  his  personal  benefits  and  costs,  but  will 
probably  ignore  the  delaying  effect  on  other  vehicles.11  Yet  even  small 
delays  imposed  on  a  sufficient  number  of  other  vehicles  can  cause  sub- 
stantial external  costs  and  excessive  highway  congestion. 

1.  Charges  to  cover  facility  cost  versus  incentives  for  efficiency 

A  primary  objective  of  user  charges  is  to  help  defray  the  cost  of  con- 
struction and  maintenance  of  public  facilities.  Charges  may  be  based 
on  frequency  of  use,  or  a  flat  fee  may  be  set  for  access  without  regard 
to  use.  In  general,  the  law  allows  fees  to  be  charged  provided  that  they 
are  not  excessive  relative  to  actual  costs.12  That  reduces  the  effectiveness 
of  charges  in  internalizing  external  effects.  Certainly  flat  fees  cannot 
effectively  take  account  of  those  external  costs  which  vary  with  use.  It 
is  equally  true  that  basing  user  charges  on  the  cost  of  facility  construc- 
tion necessarily  excludes  consideration  of  either  the  social  values  of  the 
facilities  or  consequential  external  damages.  Actual  user  charges 
would  be  either  higher  or  lower  than  the  total  cost  including  any  incre- 
mental social  damage  caused  by  an  activity.13  Thus,  for  facilities  such 
as  airports  and  highways,  which  are  subject  to  heavy  peak-load  de- 
mands, flat  user  charges  cannot  correctly  take  account  of  the  full  social 
costs  of  use.  These  costs  will  vary  according  to  the  time  and  circum- 
stance of  the  use.  To  efficiently  ration  facility  use,  charges  must  recog- 
nize at  least  some  of  these  differences.14 

In  some  cases  legal  obstacles  may  prevent  the  use  of  charges  to 
internalize  external  effects.  For  example,  by  Federal  statute,  airports 
must  sot  user  charges  "which  will  make  the  airport  as  self-sustaining 
as  possible."  in  order  to  qualify  for  Department  of  Transportation 
approval  of  airport  development  projects.15  Federal  laws  also  prohibit 
EPA  approval  of  sewage  treatment  construction  grants  unless  the 
municipality  has  adopted  or  agrees  to  adopt  user  charges  which  re- 
quire each  receiver  of  service  to  pay  a  proportional  share  of  the  costs 

11  Suppose  that  the  addition  of  an  extra  vehicle  to  the  highway  imposes  one  second 
delays  on  10  000  other  vehicles.  The  total  delay  imposed  is  10.000  vehicle  seconds.  If  the 
average  vehicle  has  1.5  riders  then  the  delay  would  be  15.000  person  seconds.  At  a  S4.00 
per  hour  value  of  time  this  would  be  worth  about  $10.33.  Since  dri'ini?  on  congested 
roads  is  aggravating  the  perceived  value  to  drivers  may  be  higher.  The  crowding  will 
make  accidents  more  likely  and  the  resulting  delay  will  increase  fuel  consumption  and 
vehicle  wear  and  tear.  The  total  external  cost  of  rush  hour  highway  use  may  be  much 
higher  than  the  direct  time  costs  imposed  on  driver  and  passengers. 

'-William  A.  Irwin  and  Richard  A.  Liroff.  "Economic  Disincentives  for  Pollution  Con- 
trol :  Legal,  Political,  and  Administrative  Dimensions,"  Office  of  Research  and  Development. 
D.S  Environmental  Protection  Agency,  Washington,  D.C.,  1974,  p.  7  [hereafter  cited  as 
Economic  Disincentives], 

1:1  If.  by  chance,  the  efficient  amount  of  abatement  actions  had  been  taken,  i.e.,  the 
amount  ar  winch  the  long  run  incremental  cost  of  reducing  damages  just  equals  the 
incremental  benefit  from  damage  reduction,  a  user  charge  equal  to  this  incremental  cost 
itement  could  be  efficient  But  tins  abstracts  from  "peal-load"  problems.  The  actual 
efficiency  of  charges  pegged  at  some  portion  of  average  facilities  cost  will  vary  depending 
on  the  particular  circumstances. 

"Tbls  does  not  mean  that  ideal  charges  would  vary  to  account  for  all  differences  in 
costs.  Imposing  variable  pricing  will  have  its  own  costs  including  rate  design,  metering, 
col'ectioi       inii"1',     ement. 

»49  C.B.C.  H  1718(8). 
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of  operation  and  maintenance,  including  replacement.10  These  costs 
may  not  be  related  to  pollution  damage. 

2.  Incentives  for  efficient  use  of  airports;  user  charges,  subsidies,  regu- 

lation, and  alternatives 
A  system  of  charges  for  airport  use,  based  on  the  actual  costs  of 
building  and  operating  that  facility,  can  lead  to  gross  inefficiencies  as 
well  as  apparent  inequity.  A  plane  landing  at  a  busy  time  can  inflict 
substantial  costs  on  others  by  delaying  their  arrival.  User  charges  based 
on  airport  costs  do  not  reflect  these  very  real  external  social  cost-. 
Certainly  there  is  no  incentive  for  operators  of  small  planes  to  avoid 
peak  hours,  even  when  their  use  can  significantly  delay  the  arrival  of 
commercial  flights  carrying  hundreds  of  passengers.  Such  fees  also  do 
not  encourage  small  planes  to  utilize  less  densely  used  but  perhaps 
more  distant  airports.  Instead  the  fee  structure  prompts  use,  and  thus 
increases  delay  costs  on  travelers  and  the  risk  of  accidents,  by  adding 
to  congestion  and  complicating  the  tasks  of  air  traffic  controllers.  In 
short,  the  flying  situation  is  far  more  risky  than  it  need  be. 
Because  such  charges  are  an  incentive  for  use,  the  resulting  congestion 
heightens  the  perceived  "need"  for  airports,  thereby  raising  Federal 
subsidy  costs  and  escalating  potential  environmental  damages  from 
increased  airport  construction. 

3.  The  effects  of  improper  airport  pricing :  Congestion  costs,  increased 

subsidy   burden,  and  exaggerated  "needs"  for  costly  airport 

capacity 
The  costs  of  incorrect  pricing  can  be  very  large.  For  example,  a 
BAND  Corporation  study  found  that  the  full  costs,  including  delays 
imposed  on  other  travelers,  of  an  arrival  during  Kennedy  airport's 
peak  hour  of  4  to  5  p.m.  were  over  $2,000  for  each  air  carrier  commer- 
cial airline  arrival  and  $1,800  per  general  aviation  arrival.17  For  La 
Guardia  airport,  the  respective  costs  were  approximately  $960  and 
$520.18  An  analysis  of  delays  at  Washington  National  Airport  in  1967 
estimated  that  the  increased  delay  imposed  on  others  by  an  extra  car- 
rier operation  was  14.3  minutes  imposed  on  carriers  and  7.3  minutes  on 
general  aviation.  While  the  average  air  carrier  landing  fee  was  $10,  at 
peak  time  the  incremental  delay  costs  were  up  to  $139. 19  When  the  air- 
port was  operating  close  to  capacity,  increasing  general  aviation  move- 
ments by  one  per  hour  was  estimated  to  reduce  air  carrier  movements 
by  0.8  per  hour,  yet  the  landing  fees  paid  by  the  smaller  planes  were 
less  than  i/5th  of  the  fees  paid  by  larger  aircraft,20  Landing  fees,  typi- 
cally uniform  over  the  day,  are  much  below  the  real  social  costs  of 
airport  use  at  peak  hours.  In  1971  the  landing  charges  per  thousand 
pounds  of  gross  aircraft  weight  (for  air  carriers)  were  $.73  at  Chi- 
cago's O'Hare,  $.09  at  Kansas  City,  $.29  at  Los  Angeles,  $-59  at  Seattle. 


16  33  U.S.C.  «[  1284(b),  cited  In  Irwin  and  Liroff,  "Economic  Disincentives."  op.  cit..  p.  7. 

17  A.  Carlin  and  R.  E.  Park,  "The  Efficient  Use  of  Airport  Runway  Capacity  in  a  Time 
of  Scarcity."  Santa  Monica,  California:  The  RAND  Corporation,  Memorandum  RM- 
5S17-PA,  1969,  exp.  pp.  3-12. 

18  Ibid. 

19  J.  V.  Yance,  "Pricing  To  Reduce  Airport  Congestion."  Highway  Roscnrch  Record 
(296),  1969,  pp.  1-4,  cited  in  Eckert,  "Airports  and  Congestion,"  op.  cit.  p.  24. 

20  J.  V.  Yance.  "Movement  Time  as  a  Cost  in  Airport  Operations."  Journal  of  Transport 
Economics  and  Policy,  vol.  Ill,  January  1969,  pp.  28-36,  cited  in  Eckert,  "Airports  and 
Congestion,"  op.  cit.  p.  24. 
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$.30  at  JFK  International  and  $1.03  at  La  Guardia.21  For  a  707  jet  the 
landing  fees  were  $75  at  JFK  and  $258  at  La  Guardia.22  While  these 
airport  fees  may  approximate  social  costs  at  normal  times,  they  are 
much  too  low  at  the  peak  hours  which  travelers  prefer. 

Fees  are  also  very  low  relative  to  the  total  flight  cost,  thus  airlines 
are  not  encouraged  to  shift  flights  away  from  peak  hours.  In  1972  the 
out-of-pocket  cost  of  flying  a' 707  jet  from  Los  Angeles  to  New  York 
was  about  $5,500,  while  the  JFK  landing  fee  was  $75,  or  about  1.3 
percent  of  the  total.23  By  contrast,  the  social  cost  (including  delays  im- 
posed on  others)  of  a  peak  period  air  carrier  landing  at  JFK  was  over 
36  percent  of  total  cost.  Thus,  the  social  costs  of  peak-time  landings  are 
sufficiently  great  to  have  a  significant  effect  on  scheduling  were  they 
reflected  in  landing  fees.  Also  if  those  costs  were  reflected  in  fares, 
traffic  would  shift,  as  travelers  selected  less  expensive  departure  times. 
As  it  is  now,  that  is  usually  not  a  consideration  in  determining  travel 
plans. 

General  aviation  flights  very  significantly  increase  congestion  prob- 
lems by  contributing  substantial  amounts  of  traffic.  Such  traffic 
amounted  to  39  percent  of  all  operations  at  La  Guardia  in  1968.  Outside 
of  Xew  York,  general  aviation  fees  are  very  low  (rarely  over  $15), 
and  many  airports  levy  no  charge  at  all.24  A  good  portion  of  these 
flights  could  be  shifted  to  other  times  or  other  airports  without  major 
costs.25 

Failure  to  charge  delay  or  congestion-related  landing  fees  is  not 
only  inefficient,  but  are  also  questionable  as  a  matter  of  equity:  trav- 
elers on  commercial  flights  and  the  general  taxpayer  must  subsidize 
the  general  aviation  flyer.  Furthermore,  general  aviation  flyers  often 
gain  only  slightly  from  using  congested  public  airports,  rather  than 
sometimes  less  conveniently  located  private  facilities.  Ross  Eckert,  an 
aviation  expert  at  the  LTniversity  of  Southern  California,  makes  the 
essential  point  well : 

"...  a  cab  from  Palwaukee  [a  private  airport  outside  of  the  city]  to  the  north- 
west part  of  Chicago  costs  $7.50  more  than  a  cab  from  O'Hare.  If  the  time  in  the 
O'Hare  stack  is  no  greater  than  the  extra  time  traveling  from  Palwaukee,  the 
private  flyer  frequently  lands  at  O'Hare  and  pays  the  $2.50  fee  (single  engine 
plane)  rather  than  going  to  Palwaukee  (where  he  can  land  free  if  he  buys  gas). 
Thus  he  imposes  congestion  costs  on  carrier  flights  of  as  much  as  $1,000  in  order 
to  save  taxi  fare.  In  addition,  to  relieve  congestion  at  peak  hours,  extra  capacity 
has  been  provided  at  O'Hare  whose  cost  is  well  over  $100  per  flight  removed. 
Those  are  large  prices  to  pay  to  save  the  private  flyer  or  air  taxi  passenger  $5.00 
and  a  few  moments  time.26 

Therefore,  allowing  such  "equal  access"  at  present  landing  fees 
causes  a  substantial  transfer  from  air  carriers  and  their  passengers  tw 

«  Peak-hour   operations   at    O'Hare,    Kennedy   International.    Washington   National   and 

I-n    Guardia   airports   are   affected   by  quotas  administered   by  FAA's  Airport  Reservation 
Office,  so  use  of  the  facilities  is  not  on  a  simple  "first-come,  first-served"  basis. 

':<>ss  Eckert,  op.  cit..  p.  21. 

[bid. 
•  Eckert,  "Airports  and  Congestion."  on.  cit..  p.  21. 

Eckert,  "Airports  and  Congestion."  op.  cit..  pp.  80-31.  Some  peneral  aviation  flights. 
including  Borne  trips  of  company  executives,  are  undoubtedly  of  very  high  commercial  value. 
Those  involved  would  be  willing  to  pay  substantial  amounts  rather  'than  be  delayed  or  travel 
to  a  less  well-situated  airport. 

Eckert,    "Airports   and    Congestion."    op.   cit..    pp.   24-25.    Some  of  the  general   aviation 

may  place  very  high  values  on  the  convenience  of  using  O'Hare.   Thev  will  Include 

son.-  busy  corporate  executives,  others  on  tight  time  schedules,  some  Individuals  to  whom 

surface  travel  is  particularly  unpleasant  or  expensive,  and  fivers  who  enjoy  using  a  large 

busy  uiri>ort,  or  in  the  limit,  actually  enjoy  waiting  in  the  stack. 
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general  aviation  flyers.  It  is  also  clear  that  low  landing  fees  for  general 
aviation  flights  decrease  the  demand  for  construction  of  privately 
owned  airports,  which  could  relieve  congestion  at  public  facilities. 

In  addition,  Federal  subsidy  for  airport  construction  lowers  the 
amount  which  must  be  recovered  in  landing  fees,  and  so  exacerbates 
both  overall  congestion  and  the  misallocation  of  general  aviation 
flights  to  congested  public  airports.  Even  if  a  public  airport  has  sub- 
stantial "excess"  capacity,  so  that  congestion  is  not  a  significant  prob- 
lem, the  excessively  high  demand  for  service  by  general  aviation  will 
inflate  the  observed  'meed''  for  public  airport  capacity.-7  These  "needs" 
are  then  treated  as  amounts  of  capacity  which  public  subsidy  should  be 
designed  to  assure.  But  such  "needs"  should  not  be  met  at  any  cost.  The 
cost  to  society  of  small  decreases  in  air  travel,  or  in  shifting  some  air 
travelers  to  slightly  less  preferred  times  are  not  always  significant; 
also  substantial  evidence  demonstrates  that  travelers  are  sensitive  to 
fares.28  Shifting  passengers  from  peak  hours  would  mean  more  airport 
capacity,  lower  resource  costs  to  society,  decreased  subsidy  burden  on 
the  general  taxpayer,  less  environmental  damage  from  airport  con- 
struction, greater  safety,  and  diminished  noise  at  peak  travel  hours. 

Several  alternatives  could  alleviate  congestion  problems.  An  obvious 
alternative  is  greater  airport  capacity,  a  course  that  has  been  encour- 
aged and  funded  by  the  Federal  Aviation  Administration.  But  that  is 
very  expensive,  and  can  cause  substantial  noise  and  pollution  problems. 
In  1969  offshore  airports  at  a  cost  of  over  $6  billion  each  were  proposed 
to  lessen  noise  and  pollution  problems  in  Xew  York  and  Los  Angeles.29 
One  problem  is  that  capacity  "needs",  which  are  a  major  justification 
for  that  expense,  have  been  based  on  FAA  standards  as  to  acceptable 
delays  at  peak  periods.  This  means  that  airport  capacity  is  in  part  ad- 
justed according  to  the  demands  of  peak  period  travelers  alone.  The 
costs  of  the  extra  capacity,  necessary  only  at  peak  times,  are  sustained 
by  Federal  and  local  governments  as  well  as  non-peak  users  who  do 
not  substantially  benefit  from  that  extra  capacity.  Further,  the  delay 
standard  is  not  based  on  a  comparison  of  the  costs  of  congestion  and 
the  investment  and  other  costs  of  increased  capacity.30  As  with  pol- 
lution standards,  and  standards  for  flood  protection,  it  is  important  to 
consider  potential  damages  relative  to  control  costs  when  setting 
standards. 

i.  Non-price  methods  for  dealing  with  airport  congestion 

An  obvious  way  to  handle  airport  congestion  is  to  construct  larger 
airport  facilities.  Several  other  alternatives  have  been  considered.  The 
FAA  sets  quotas  on  hourly  operations  at  four  high-density  airports, 


27  FAA  forecasts  of  aviation  activity  are  usually  based  on  sininle  extrapolations  from 
past  peaks  and  generally  tend  to  overstate  likely  growth  In  the  demand  for  airport 
services. 

28  See  Theodore  E.  Keeler.  op.  cit..  in  Appendix  to  this  volume. 

20  U.S.  Congress.  Senate  Committee  on  Commerce.  Subcommittee  on  Aviation.  Hearings 
on  Airport/Airways  Development.  91st  Congress,  1st  session,  June  1969,  pt.  1,  p.  105, 
cited  in  Eckert,  "Airports  and  Congestion,"  op.  cit. 

30  A  valid  cost  comparison  would  be  complex,  and  would  depend  on  assumptions  made 
about  the  value  peak-hour  travelers  place  on  being  delayed,  the  economic  and  environ- 
mental costs  of  capacity  expansion,  and  on  possible  safety  effects  of  increased  congestion  and 
all  of  these  factors  will  vary  from  airport  to  airport.  For  example,  the  costs  of  capacity 
expansion  are  generally  much  greater  for  airports  in  congested  urban  areas  than  in  out- 
lying areas.  An  economically  efficient  "delay  standard"  would,  other  tilings  being  equal. 
call  for  more  delay  and  less  extra  capacity  in  the  urban  areas.  This  could  be  offset  If 
travelers  to  and  from  the  urban  airports  found  delay  much  more  costly  than  flyers  to  the 
"outlying"  areas. 
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including  Kennedy,  La  Guardia,  O'Hare  and  Washington  National.81 
A  major  purpose  of  the  quotas — which  involve  separate  classifications 
for  air  carrier,  air  taxis,  and  general  aviation — is  to  restrict  general 
aviation  operations.32  Actual  landing  slots  are  allocated  by  bargaining 
among  airlines  in  "scheduling  conferences."  33  However,  although  gen- 
eral aviation  and  air  taxi  flights  may  use  vacant  air  carrier  slots,  the 
reverse  is  not  true.  This  might  be  justified  by  an  "equity"  motiva- 
tion to  reserve  at  least  some  peak  capacity  for  these  users.  All  the  same, 
the  previously  discussed  evidence  indicates  that  this  use  may  be 
inefficient. 

Direct  regulation  of  airport  use  is  still  another  option.  The  FAA 
controls  Washington  National  and  Dulles  International  Airports  and 
has  tried  to  shift  flights  in  order  to  lessen  congestion  at  the  former  and 
promote  use  of  the  latter.  Flights  of  more  than  650  miles  from  Wash- 
ing-ton are  required  to  use  Dulles.  The  policy  has  not  been  wholly  suc- 
cessful. Because  of  National's  more  convenient  location,  airlines  have 
scheduled  flights  from  National  to  the  West  Coast  with  intermediate 
stops  in  order  to  meet  the  regulations.34  The  problem  is  that  the  policy 
did  not  directly  address  the  problem:  excessive  demand  for  scarce 
capacity  at  National. 

In  the  past.  Civil  Aeronautics  Board  policies  have  aggravated  prob- 
lems of  airport  congestion.  Fixed  fares  and  entry  prohibitions  induced 
carriers  to  compete  by  offering  additional  flights,  particularly  at  the 
more  popular  peak  hours.  The  CAB,  which  has  no  statutory  au- 
thority to  restrict  scheduling,  has  on  occasion  approved  carrier  agree- 
ments to  reduce  capacity.  Such  CAB  sanctioned  agreements  are  ex- 
empt from  the  anti-trust  laws.  Capacity  agreements  could  lower  peak- 
hour  demands  for  airport  capacity  and  moderate  both  congestion  and 
the  "need"  for  extra  airport  capacity.  In  order  to  achieve  this  poten- 
tial the  agreements  would  have  to  include  all  carriers.  Otherwise,  con- 
gestion might  not  be  reduced  and  those  outside  the  agreement  might 
have  strong  incentives  to  offer  additional  flights  at  peak  hours.  How- 
ever the  CAB  lacks  authority  to  compel  participation  in  such  agree- 
ments.35 Moreover,  capacity  agreements  are  blunt  instruments  for  deal- 
ing with  congestion  and  excessive  demands  for  airport  capacity:  they 
do  not  directly  focus  on  the  primary  problem  of  excess  demand  at  cer- 
tain peak  hours,  and  further  may  entail  risks  of  substantial  anticom- 
petitive effects. 

The  CAB  lias  also  considered  requiring  that  new  route  certificates 
stipulate  the  use  of  satellite  airports  rather  than  more  congested  cen- 
tral airports.  Some  new  certificates  did  embody  such  restrictions,  but  at 
present  the  policy,  though  "active,"  is  not  effective.  Carriers  have  not 
been  enthusiastic  about  routes  with  such  restrictions,  in  part  because 
CAB  fare  policies  have  in  the  past  prevented  discounts  on  flights  to 


past  prevented 
y  change  as  sev 
int  service  out 
Virpori   !':  and  discount  fares  are  now  encouraged  by  the  CAB.  All  the 


desirable  airports.  This  may  change  as  several  carriers  have  pro 
posed  that  they  provide  discount  service  out  of  Chicago's  Midway 


Newark    WM  also   included   in   the   pro-nun.   but  its  quotas  have  been  suspended.  The 
quotas  are  for   [nstrument    Flight   Rules    (IFR)    operation   under  which   air  traffic  con- 
trollers guide  approaches  and  landings.  All  air  carriers  restrict  flights  to  IFR  rules. 
■  Bee  Eckert,  "Airports  and  Congestion,"  op.  clt,  pp.  ;:i  33 
■"'■''  ii)i(i.,  pp.  :;l   ::.">. 
■"■'  Had.,  p.  87. 

«  See  Theodore  E.  Keeler,  op.  clt. 

"The  carriers  Include  Air  Southwest,  and   Chicago  Air  Lines.   Source:  Telephone  con- 
versation witli  James  KollBtadt,  CAB,  Mar.  11,  1P77. 
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same,  such  shifts  would  have  a  slow  effect  on  congestion,  since  the 
policy  has  no  direct  effect  on  flights  now  certificated  to  serve  congested 
airports.37 

■5.  Price  of  economic  incentive  methods  for  dealing  with  airport 
congestion 

Pricing  mechanisms  are  an  alternative  to  directly  rationing  use  of 
facilities  and  do  provide  guidance  on  the  areas  where  expansion  is 
needed.  Higher  landing  fees,  based  on  estimated  congestion  costs, 
could  be  imposed  at  peak  hours.  Imposing  even  moderate  fees  would 
significantly  reduce  congestion  by  decreasing  low  value  general  avia- 
tion operations.  For  example,  following  the  1968  increase  from  $5  to 
$25  of  the  minimum  small  plane  landing  fee  at  New  York  airports, 
general  aviation  decreased  by  40%  during  peak  hours.38  As  previously 
noted,  estimates  of  the  full  delay  costs  of  operations  at  some  large, 
congested  airports  far  exceed  the  sum  of  $25.  Yet  imposing  fees  equal 
to  full  costs  might  not  be  politically  acceptable.  But,  as  the  New  York 
example  suggests,  making  peak  flights  bear  even  a  portion  of  the  costs 
could  have  a  substantial  effect.  Whatever  pricing  scheme  is  adopted 
vary  by  time  of  day,  day  of  the  week,  and  season. 

For  efficiency,  fees  should  be  designed  to  ration  capacity  and  reduce 
congestion,  not  simply  to  cover  airport  costs.  Setting  fees  at  exactly 
efficient  levels  is  impossible,  thus — instead  of  trying  for  ideal  results — 
fees  might  be  set  on  a  provisional  basis  and  adjusted  until  delavs 
reached  levels  considered  safe  and  manageable.  Congestion  fees  should 
be  basically  the  same  for  all  categories  of  flights  at  any  given  time.39 
Thus,  all  users  would  have  to  bear  at  least  part  of  the  costs;  with  the 
result  that  of  their  actions,  lower  valued  flights  would  shift  to  off- 
peak  hours,  and  scheduling  competition  at  peak  periods  would  be 
moderated. 

Rational  allocation  could  also  be  achieved  by  using  saleable  or  ex- 
changable  landing  rights.  Airport  authorities  or  regulatory  agen- 
cies could  determine  allowable  rates  of  operation  at  various  peak  con- 
gestion times.  Once  set,  those  operation  levels  could  apply  for  some 
period  of  time.  The  rights  could  be  sold  by  government  to  the  highest 
bidder.  To  be  sure,  giving  away  the  rights  could  lessen  carrier  resist- 
ance to  raising  the  cost  of  operations.  But,  that  may  be  objectionable 
as  the  users,  and  not  the  public,  would  capture  the  value  of  scarce 
airport  resources.  Selling  the  rights  at  auction  would  incidentally 
provide  useful  information  about  the  value  of  operations  at  various 
times,  the  need  for  additional  airport  capacity,  and  on  the  appropriate- 
ness  of  the  landing  allocations.40 

The  rights  approach  has  desirable  flexibility :  a  carrier  wanting  to 
enter  or  expand  service  can  "buy  in,"  and  face  the  same  costs  as  any 
other  firm.41  Rights  would  thus  be  allocated  to  their  highest  value 
uses.42  Of  course,  rights — just  as  airport  capacity — should  be  subject 
to  revision  as  demand  for  travel  significantly  changes. 

Under  either  incentive  approach,  whether  user  charges  or  snle 
of  rights,  fares  would  come  to  vary  over  time,  particularly  with  more 

w  Poss  Eckert,  "Airports  and  Congestion."  op.  cit.,  p.  38. 
38  Ibid. 

30  There  might  he  adjustments  for  differing  approach  and  taxi  times. 

*n  This  is  analogous  to  the  role  of  the  prices  of  pollution  rights  in  conveying  informa- 
tion about  the  costs  of  abatement. 

41  Even  if  rights  were  initially  given  away,  carriers  choosing  to  continue  to  use  their 
"free"  rights  would  forego  what  others  were  willing  to  pay  for  those  rights. 

42  Where  a  few  air  carriers  dominated  service  to  an  airport  bidding  for  rights  might 
not  be  fully  competitive.  In  such  cases  the  authorities  might  set  minimum  prices  for  rights 
at  some  times  of  the  day. 
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flexible  CAB  pricing  regulation.  Fares  would  reflect  the  scarcity  value 
of  airport  resources,  and  some  passengers  would  be  encouraged  to 
shift  travel  plans  to  less  congested  times.  Even  if  fares  did  not  vary 
substantially,  rational  landing  fees  would  discourage  excessive  sched- 
uling competition  at  peak  hours  and  encourage  carriers  to  spread 
flights  over  the  day.  On  the  other  hand,  merely  requiring  or  allowing 
air  carriers  to  vary  fares  with  airport  congestion  would  not  be  an 
efficient  solution,  for  it  would  provide  no  incentive  for  general  aviation 
flyers  to  shift  away  from  the  peak  hours  or  overused  facilities. 

Administrative  problems  include  setting  and  collecting  fees  for 
various  periods.  In  addition,  lease  agreements  between  airlines  and  air- 
ports often  set  formulas  for  landing  charges.43  Eational  fees  could 
raise  total  payments.  Airport  revenues  might  rise  significantly.  Reve- 
nues could  be  used  to  expand  capacity,  to  build  satellite  airports,  to 
improve  air  traffic  control,  or  to  compensate  those  damaged  by  airport 
construction  or  operation. 

General  aviation  flyers  will  certainly  be  affected  by  higher  fees.  For 
some  time,  these  users  have  enjoyed  substantial  subsidy  at  the  expense 
of  air  carriers,  their  passengers  and  the  general  taxpayer.  During  the 
early  1970's  the  total  subsidy  to  general  aviation  was  estimated  at  well 
over  $600  million  annually,  including  more  than  $35  million  annual 
congestion  costs  imposed  on  others.44  According  to  a  leading  authority 
".  .  .  it  will  commonly  be  the  case  that  the  public  at  large  contributes 
more  toward  the  total  cost  of  safely  operating  a  light  aircraft  than 
the  owner  does  himself  "  45 

One  partial  solution  would  be  to  continue  to  arbitrarily  allow  some 
general  aviation  use  at  low  fees  or  to  assign  some  slots  to  general  avia- 
tion as  is  now  done  under  FAA  quotas  at  a  few  congested  airports. 

In  summary,  in  order  for  user  charges  to  avert  undue  social  costs, 
correctly  guide  resource  allocation  and  serve  equity,  they  must  be  de- 
signed to  impose  costs  in  relationship  to  all  of  the  consequences  of  that 
use.  Fees  based  on  average  construction  or  operating  costs  may  have 
little  or  no  relation  to  real  social  costs.  And,  as  in  the  case  of  airports, 
they  may  provide  perverse  incentives,  particularly  when  combined 
with  subsidies. 

K.  Alternative  Methods  for  Dealing  With  Environmental 

Pollution 

7.   The  absence  of  market  forces  and  the  fundamental  problems  of 
<  woiranmentai  regulation 
The  basic  question  in  this  as  in  other  areas  of  regulatory  controls  is  : 
how  can  individuals  and  firms  be  induced  to  appropriately  and  effi- 
ciently take  into  account  the  consequences  of  their  actions?  However 

<•<  Ross  Eckert.  op.  etr. 

"Jeremy  J.  Warford,  "Subsidies  to  Genera]  Aviation,  in  the  Economies  of  Federal 
Subsidy  Programs,"  op.  clt..  p.  858.  The  total  estimated  subsidv  consisted  of  $445  million  in 
Federal  airways  system  costs.  $30  million  in  Federal  subsidies  for  airport  development, 
Si: '.'.()  million  in  state  and  local  subsidies  to  general  aviation  airports  and  $35  million  in 
congestion  costs,  for  a  total  of  $040  million  annually.  (IMd.).  The  congestion  cost  fierure 
assumes  DO  change  In  annual  cost  from  an  estimate  for  "IDfiS.  Tbougli  commercial  fivers 
benefit  from  lessened  congestion  due  to  subsidies  to  special  general  aviation  airports,  it  is 
clear  that  the  balance  of  subsidv  lies  with  general  aviation. 

*■  Ibid.,  p.  854.  Emphasis  in  original. 
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environmental  problems  may  be  more  fundamental,  because  without 
government  action  markets  for  environmental  resources  do  not  exist. 
Product  and  worker  safety  regulation  operate  in  the  context  of  exist- 
ing product  and  labor  markets.  Although  problems  may  often  be  han- 
dled in  highly  imperfect  ways,  market  forces  such  as  wage  and  price 
adjustments,  effects  on  producer  good  will,  and  employee  turnover 
can  provide  at  least  qualitatively  correct  incentives.  Markets  may 
underproduce  information  about  safety  and  health,  but  they  do  pro- 
vide some  knowledge.  Liability  suits,  collective  bargaining,  insurance4, 
and  other  institutions  also  afford  incentives.  However  inadequate, 
they  are  at  least  present,  and  the  task  of  regulation  is  to  strengthen 
and  focus  such  existing  forces. 

By  contrast,  market  pressures  to  economize  on  the  use  of  environ- 
mental resources  are  less  vital,  making  the  role  of  environmental  reg- 
ulation much  more  critical.  The  case  study  of  federal  environmental 
regulation,  prepared  in  connection  with  this  report,  noted  that  im- 
portant difference : 

The  Consumer  Product  Safety  Commission  may  be  responsible  for  keeping  dan- 
gerous products  off  the  market ;  but  it  is  the  fact  that  consumers  themselves  pre- 
fer safety  to  danger  and  act  in  the  market  (and  the  courts)  accordingly,  more 
than  the  diligence  and  omniscience  of  the  CPSC,  which  prevents  major  carnage. 
Similarly  with  the  FDA,  the  ICC,  the  FCC,  and  other  regulatory  agencies :  the 
positive  and  dynamic  features  of  the  industry,  the  generally-satisfactory  nature 
of  transactions  in  it,  come  about  because  market  forces  push  in  that  direction  ; 
successful  economic  regulation  tries  to  provide  some  stability,  prevent  some  mis- 
takes, and  take  care  of  some  marginal  inefficiencies  and  inequities,  without  in- 
terfering to  much  with  the  normal  workings  of  the  market.40 

Environmental  problems  are  quite  different  in  nature.  The  "market 
failure"  which  causes  an  environmental  problem  is  not  between  buyers 
and  sellers  in  the  market  for  pollution  control  equipment,  or  between 
buyers  and  sellers  of  steel  or  paper  which  comes  from  pollutant-caus- 
ing mills.  Rather,  it  is  between  "buyers''  and  "sellers"'  of  the  environ- 
mental resources  themselves.  Clean  air,  clean  water,  wilderness  areas, 
and  the  earth's  ozone  layer,  are  resources  which  provide  nature  and 
human  society  with  an  array  of  services  indispensable  to  recreation, 
industry,  agriculture,  health,  and  the  very  life-sustaining  processes 
of  the  earth.  When  human  society  puts  few  demands  on  these  re- 
sources, the  supply  is  adequate  for  all.  As  human  numbers,  concentra- 
tions and  activities  grow,  the  various  demands  on  environmental  re- 
sources themselves  compete  and  interfere :  the  demand  for  air  to  carry 
away  wTastes  may  conflict  with  scenic  vistas,  the  health  of  breathers, 
or  the  life-protecting  functions  of  the  upper  atmosphere;  the  demand 
for  water  to  carry  away  heat  or  wastes  collides  with  the  need  for  rec- 
reation, and  safe  drinking  water.  In  short,  limited  environmental 
resources  are  subject  to  more  competing  and  important  demands  than 
can  be  met.47 

As  Dr.  RufT  has  observed,  since  there  is  no  "market" — and  hence  no 
"buyers"  and  "sellers"  to  husband  environmental  resources — 

.  .  .  environmental  regulation  must  cope  with  a  situation  fundamentally  different 
from  that  in  which  most  economic  regulation  takes  place:  the  environmental 
regulator  is  not  trying  to  correct  existing  market  forces  which  are  basically 
supportive  of  his  goals,  because  there  are  virtually  no  such  forces.  Buyers  of 
environmental  quality  are  not  negotiating  with  sellers  who  can  refuse  to  sell  if 


4e  Larry  Ruff,  "Federal  Environmental  Regulation,"  Appendix  to  this  volume. 
«  Ibid. 
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their  terms  are  not  met.  There  is  no  automatic  market  for  the  new  device  or  idea 
which  will  conserve  on  the  use  of  environmental  resources.  There  are  not  even 
any  prices  about  which  buyers  and  sellers  and  regulators  can  argue,  and  which 
can  be  controlled  or  adjusted  or  stabilized.  The  environmental  regulator  is  trying 
to  manage  an  extremey  valuable  and  critical  set  of  resources  with  virtually 
no  help  from  market  forces.48 

2.  The  need  to  provide  pervasive  incentives 

The  absence  of  market  forces  complicates  the  task  of  regulation. 
Some  "environmental  problems"  may  be  so  unimportant  that,  consider- 
ing the  costs  of  management,  they  may  not  justify  regulation.49  But 
this  does  not  mean  that  "leaving  problems  to  the  market"  will  result 
in  solutions.  Doing  nothing  is  perhaps  an  appropriate  decision  in  some 
cases,  but  frequently  there  is  no  "market"  to  which  the  problem  can  be 
-left." 

Without  pervasive  market  forces  to  economize  on  environmental 
resources,  public  policy  may  have  to  make  basic  changes  in  the  rela- 
tionships among  government,  business  and  conumers.  The  problem 
is  not  to  "shape"  or  "direct"  market  forces,  but  to  account  for  effects 
which,  absent  government  intervention,  may  be  largely  ignored  by  the 
private  sector.  That  is,  the  government  cannot  simply  ".  .  .  accomplish 
its  ends  by  setting  out  the  roles  and  limits  within  which  the  market 
economy  operates  ...  it  may  be  necessary  for  the  government  to  get 
inside  the  private  economy  to  correct  the  structural  flaw  .  .  ." 50 

In  other  areas  market  forces  guide  firms  in  their  choice  of  tech- 
nology, location,  materials,  prices  and  output.  The  profit  incentive — 
though  sometimes  blunted  or  misdirected  by  regulations  or  private 
market  power,  externalities  or  poor  information — provides  continuous 
and  detailed  "guidance"  to  firms.  This  continuous  and  pervasive  force 
is  lacking  in  environmental  problems.  An  important  implication  of  the 
nature  of  environmental  protection  is,  as  Dr.  Ruff  has  pointed  out,  that 
"it  should  not  be  assumed  that  the  best  solution  is  just  to  beef  up  the 
traditional  tools  of  economic  regulation  and  apply  them  in  a  funda- 
mentally different  situation."51 

If  incentives  of  the  sort  generated  by  the  market  are  not 
somehow7  provided,  environmental  regulators  wTill  have  to  be  concerned 
with  details  of  the  actions  of  millions  of  pollution  resources,  in 
effect  determining  by  law  the  appropriate  use  of  certain  resources 
by  groups  and  individuals.  In  order  to  achieve  some  degree  of 
efficiency,  there  must  be  a  myriad  of  distinctions  on  the  basis  of  tech- 
nology, costs,  location,  and  other  considerations.52  In  other  regulated 
areas,  many  of  these  distinctions  are  left  to  firm  and  consumer  choice, 
and  regulations  are  concerned  with  setting  general  guidelines  or  shap- 
ing market  forces.53  Absent  incentives  and  natural  market  forces, 
environmental  regulation  must  be  concerned  with  these  details.  And 
that,  in  turn,  complicates  the  task  of  developing  enforceable  rules,  and 
puts  enormous  pressures  on  the  system.54  So  too,  the  costs  of  compli- 

■  I     As  noted  below,   publicity  and  other  public  and  political  pressures  may  provide 
some  incentive.  These  will  presumably  be  quite  uneven  and  sporadic  in  effect. 
■    Ibid. 
[bid  (emphasis  in  original). 
[bid. 
1    li.ld. 

Regulation,    as    of    food    production,    does    frequently    specify   or   restrict   technology, 
marketing,  and  other  aspects  of  Arm  choice.  The  analysis  applies  to  environmental  prob- 
lems as  well. 
■«  Ibid. 
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ance  are  frequently  so  high  that  polluters  will  bo  encouraged  to 
obfuscate  and  delay,  and  to  insist  upon  the  "essential"  nature  of  then- 
use  of  environmental  resources.'"'  After  all,  there  is  much  at  stake, 
since  without  government  action  the  costs  to  polluters  of  using  these 
resources  is  very  low. 

3,  Determining  appropriate  goals  and  the  benefits  and  costs  of  environ- 
mental regulations 

Determining  environmental  "goals''  is  a  most  difficult  process.  Com- 
plete elimination  of  emissions  or  damage  may  not  generally  be  an 
appropriate  goal,  as  control  will  be  costly  and  the  objective  may  not 
be  technically  feasible.  Further,  such  action  may  not  be  essential  to 
protect  the  public  health  and  safety  or  to  preserve  sound  environ - 
tal  quality.  As  with  safety  and  health,  cost  (or  feasibility)  considera- 
tions suggest  that  some  level  of  damage  be  properly  tolerated.  The  costs 
of  environmental  regulations  are  substantial,  in  the  billions  of  dollars 
per  year.  As  Dr.  Kuif  has  stated,  while  benefit  estimation  is  most 
difficult,  "(o)ne  thing  the  cost  and  benefit  estimates  do  demonstrate 
rather  convincingly  is  that  the  benefits  of  pollution  control,  even  if  one 
is  generous  about  the  value  of  the  nonquantifiable  benefits,  are  not  so 
much  larger  than  costs  that  policy  can  be  cavalier  about  economic 
efficiency."  56 

Generally  the  incremental  or  marginal  costs  of  control  increase 
sharply  as  the  degree  of  abatement  rises.  A  leading  authority  has  noted 
that  u(a)s  a  virtually  universal  phenomenon,  the  greater  the  percent- 
age of  pollutants  already  removed  from  an  industrial  process,  the 
higher  will  be  the  cost  of  removing  an  additional  amount."  57  For 
example,  using  a  "wet  scrubber"  technology,  increasing  control  of 
particulate  emissions  from  75  to  90  percent  involves  an  estimated  cost 
in  dollars  per  year  per  percent  of  $760.  For  between  90  and  99  percent 
control,  the  extra  cost  was  estimated  at  $5,756  per  percent. 5S  Tech- 
nologies change,  and  more  recent  evidence  indicates,  that  for  between 
zero  and  80  percent  control,  the  incremental  cost  of  mechanical  control 
of  particulates  declines,59  based  on  the  efficiency  of  properly  main- 
tained and  operated  equipment.60  But  at  present,  greater  control  re- 
quires the  use  of  electrostatic  precipitators,  which  involve  dramatically 
higher  cost  above  the  80  percent  abatement  level.61  Sharply  increasing 
marginal  costs  also  appear  likely  for  control  of  sulfur  dioxide  emis- 
sisons.62  For  automobile  emission  control  marginal  cost  has  decrea-ed 
over  time  at  any  given  level  of  control  but  in  any  given  year  the  costs 
of  extra  control  rise  sharply  with  the  level  of  control.63 

Other  examples  indicate  rising  marginal  cost.  When  30  percent  of 
the  "biological  oxygen  demand"  has  been  removed  from  the  discharge 

55  Ibid. 

56  Ibid. 

57  Kneese  and  Schultze,  op.  cit.,  p.  19.  Ruff.  op.  cit.  concurs. 

58  D.  X.  Dewees.  "The  Costs  and  Technology  of  Pollution  Abatement."  paper  presented 
at  a  conference  on  air  pollution  control,  Mass.  Instituto  of  Technology.  August.  1076 
(processed),  p.  12.  The  estimates  are  based  on  U.S.  Environmental  Protection  Agency. 
"Control  Techniques  for  Particulate  Air  Pollutants,"  (Research  Triangle  Park,  N.C.,  Janu- 
ary 1960). 

™  Ibid.,  pp.  13-15. 

60  Imnroperly  maintained  or  operated  equipment  will  presumably  be  less  effective.  En- 
couraging maintenance  of  equipment  may  require  either  incentives  or  detailed  regula- 
tion. Maintenance  is  a  major  problem  of  current  environmental  regulation. 

61  Ibid.,  p.  1 5. 

62  Ibid.,  p.  24. 

63  Ibid.,  37. 
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of  a  typical  meat  processing  plant,  the  cost  of  an  extra  pound  is  6  cents. 
At  90  percent  removal  the  cost  is  60  cents  and  above  95  percent  the  cost 
i^  90  cents.04  Studies  of  such  industries  as  beet  sugar  and  petroleum 
refining  indicate  similar  relationships.05  Finally,  one  analysis  estimated 
the  total  ten-year  cost  of  eliminating  85  to  90  percent  of  U.S.  water 
pollution  of  $61  billion.  A  95-99  percent  abatement  would  add  $58 
billion  to  that  cost,  and  zero  discharge  would  require  an  extra  $200 
billion.60  But  as  control  of  one  type  of  pollution  tightens,  there  may  be 
an  increased  need  to  use  other  environmental  resources  to  dispose  of 
the  captured  pollutants  because  of  the  "principle  of  the  conservation 
of  mass."  °7  For  example,  sewage  sludge  may  be  burned,  creating  air 
pollution  and  airborne  pollutants  removed  from  flue  gases  with 
water.68  This  means  that  meeting,  for  example,  the  Clean  Air  Act  1985 
goal  of  zero  discharge  into  water  may  be  most  difficult.  3M's  Director  of 
Environmental  Engineering  noted  that  "(f) or  each  ton  of  additional 
pollutants  removed  from  the  plant's  waste  water  to  achieve  this  goal, 
four  tons  of  additional  pollutants  would  be  created  elsewhere."  69  All 
of  which  suggests  that  the  benefits  from  achieving  high  levels  of  con- 
trol may  be  overstated.70 

This  is  not  to  say  that  technical  progress  has  no  effect  on  compliance 
costs.  To  the  contrary,  there  is  evidence  to  indicate  that  over  time  that 
such  an  effect  occurs.  As  Professor  D.  X.  DeAvees  has  observed,  "In 
1973,  the  marginal  cost  of  control  [for  particulates]  exceeded  $25  per 
net  percent  at,  a  level  of  approximately  50%  abatement.  By  1977,  it  is 
expected  that  the  $25  per  net  percent  marginal  cost  will  not  be  reached 
until  the  90%  abatement  level."'71  In  this  area,  at  least,  technical 
progress  appears  to  have  offset  the  tendency  for  control  costs  to  rise. 
Whether  equivalent  further  progress  will  occur  is  not  known. 

The  basic  point  is  that  the  costs  and  indirect  effects  of  regulation, 
and  thus  the  efficiency  of  control  policies,  cannot  be  ignored. 
Taking  the  present  stringent  targets  as  given  (e.g.,  zero  discharge 
by  1985).  even  small  percentage  reductions  in  control  costs  would  yield 
substantial  savings.  Thus,  it  is  important  to  encourage  development 
of  new  technologies  and  efficient  use  of  existing  methods — aims  that 
cannot  be  directly  accomplished  by  standards. 

A  further  consideration  in  determining  reasonably  efficient  pollu- 
tion control  regulations  is  the  recognition  of  differences  in  incremental 
compliance  costs  among  firms  and  industries.72  If  that  recognition  is 
not  made,  and  instead  all  sources  are  required  to  meet  the  same  emis- 

' '■'  [vara  Gutmanis,  "The  Generation  and  Cost  of  Controlling  Air.  Water,  and  Solid  Waste 
Pollution:  1970  2000,"  (Washington:  National  Planning  Association.  1!)72  :  Processed), 
Table  6.1,  p.  102,  cited  in  Kneese  ;ind  Schultze,  op.  cit.,  p.  19. 

'"■  Kneese  and  Schultze.  op.  cit.  pp.  20-21. 

w  Estimates  by  EPA,  CEQ,  the  Council  of  Economic  Advisers,  appearing  as  an  exhibit 
in  Water  Pollution  Control  Legislation  1971:  H.R.  10S96.  H.R.  11S95,  Hearings  before 
the  House  Committee  on  Public  Works,  92nd  Congress,  1st  sess.  (1972),  p.  259,  cited  hi 
Kneese  and  Schultze,  op.  cit.,  p.  22. 

«7  Ibid.,  p.  22. 

'    ih id. 

•Air/Water  Pollution  Report.  Dec.  11,  1972,  p.  499.  Attempts  to  control,  e.g.,  water 
pollution  can  lead  to  economies  in  other  areas.  For  example,  to  aid  compliance  with 
pollution  regulations,  Union  Carbide  developed  an  extensive  computer  data  bank  on  its 
operations,  including  "materials  balances"  to  identify  sources  of  waste.  This  has  allowed 
reduced  use  of  some  materials  and  recovery  of  others  from  the  waste  stream.  See  "How 
Union  Carbide  Has  Cleaned  Up  Its  Image";  Business  Week,  Aug.  2,  1976,  p.  46. 
!  ''Wees,  op,   cit.,   p.   :17. 

71  Kneese  and  Schultze,  op.  cit..  p.  22  note  that  studies  of  pollution  control  costs  have 
not  taken  sucti  spillovers  into  account. 

•-'  Kneese  and  Schultze,  op.  cit.,  pp.  22-23. 
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sion  standards,  the  total  costs  for  any  degree  of  success  will  be  raised 
Kneese  and  Schultze  illustrate  this  as  follows: 

Suppose,  for  example,  that  the  achievement  <>f  the  desired  level  of  dissolved 
oxygen  in  a  particular  river  basil]  demanded  a   reduction  of  90  percent  in  the 

amount  of  BOD  entering  the  stream.  Further  assume  that  removing  the  hist 
1,000  pounds  of  BOD  costs  one  firm  in  the  basin  .')0  cents  a  pound  and 
another  firm,  in  a  different  industry,  only  5  cents  a  pound.  The  pollution  con- 
trol authority  might  impose  a  uniform  reduction  in  BOD  on  each  firm.  But 
clearly  the  cost  of  achieving  the  1)0  percent  standard  would  he  lower  if  the 
second  (low-cost)  firm  were  required  to  reduce  pollution  by  a  greater  amount 
than  the  first.  More  generally,  the  total  costs  of  control  tend  to  he  minimized  by 
exacting  the  largest  reductions  in  pollution  from  firms  Whose  removal  costs  are 
least.73 

Recognizing  a  wide  variety  of  distinctions  among  firms  and  indus- 
tries seems  to  he  necessary,  which  admittedly  can  make  the  regula- 
tory task  most  difficult.  However,  that  course  will  also  dramatically 
lower  costs.  Studies  of  the  Delaware  River  Basin  indicate  that  con- 
centrating discharge  reductions  where  they  were  cheapest  would  re- 
duce cost  by  at  least  40  to  50  percent  from  that  of  uniform  treatment 
requirement.74  That  lias  also  heen  the  case  for  other  river  hasins.  Sim- 
ilar savings  exist  for  the  cost  of  achieving  85  to  no  percent  reduction 
in  industrial  EOT)  discharge  into  the  Great  Lakes.70  And.  compared 
to  uniform  controls,  a  cost  minimizing  approach  to  sulfur  emissions 
would  lower  costs  by  35  to  40  percent.70 

The  size  of  control  cost,  in  light  of  its  rapid  escalation  with  the 
degree  of  clean  up,  indicates  that  imposing  very  rigorous  standards 
may  require  great  expense.  Absent  a  compelling  rationale  for  achiev- 
ing a  particular  reduction  of  pollution,  based  on  a  showing  that  devi- 
ation from  a  certain  goal  would  impose  very  large  costs  on  soci- 
ety, then  flexible  policies  may  be  preferable.  That  is,  if  the  cost  of 
deviation  from  particular  goals  are  not  large,  then  potential  savings 
can  safely  be  given  more  significant  weight.  On  the  other  hand,  if 
there  are  "thresholds"  below  which  exposure  is  "safe"  and  above 
which  damage  is  much  more  serious,  these  thresholds  should  be  con- 
sidered firm. 

Yet,  as  Dr.  Ruff  has  pointed  out,  '*[t]he  concept  of  a  'safe'  level  of 
exposure  to  pollutants  has  become  increasingly  questionable  as  scien- 
tific knowledge  and  detection  methods  have  improved.'7  7T  A  "'linear 
hypothesis'-  which  states  that  health  effects  vary  in  direct  proportion 
to  exposure  at  low  exposure  levels  is  being  increasingly  applied  to 
mutagens  and  carcinogens.78  Over  a  wide  range  of  pollution  levels  tin1 
condition  of  a  river  may  be  seen  as  varying  continuously  with  the  level 
of  dissolved  oxygen.79  All  the  same,  there  will  be  boundaries  below 
which  the  river  will  effectively  be  dead  and  above  which  further  addi- 
tion of  oxygen  has  no  effect.  For  air  pollution,  too,  the  "linear  hy- 
pothesis" may  be  a  generally  reasonable  approximation.  Standards 
based  on  indices  of  ambient  air  quality  are  probably  only  roughly  re- 


"Ihlff.,  p.  2.°.. 

74  Allen   V.   Kneese   and    Flair   T.   Bower.    "Managing  Water   Quality:   Economics,   Tech- 
nology, and  Institutions."  (Johns  Hopkins  Press  for  Resources  for  the  Future,  1965). 

75  Gutmanis,  op.  cit..  cited  in  Kneese  and  Schultze.  op.  cit. 

76  The  policy  examined  was  a  system  of  emission  charges.  Kneese  and  Schultze.  op.  cit.. 
p.  P2. 

77  T.arrv  Ruff.  op.  cit. 
7*  Ibid. 

78  Ibid. 
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lated  to  overall  effects  on  the  population  and  economy.  People  exposed 
will  have  a  wide  range  of  reactions,  and  even  if  individual  "thresholds" 
exist  (which  is  doubtful),  there  is  no  reason  to  expect  that  for  an 
area  they  would  not  average  out. 

As  a  result,  it  may  be  that  some  pollution  goals  should  not  be  con- 
sidered wholly  inflexible.  But  total  control  costs  may  be  very  sensi- 
tive to  the  goals  sought.  The  case  study  prepared  in  connection  with 
this  report  concluded : 

Taken  together,  these  generalizations  about  control  cost  and  environmental 
damage  curves  suggest  that  the  best  policies  are  those  which  let  technology  and 
economics,  rather  than  some  preselected  environmental  goal  and  deadline,  deter- 
mine the  rate  and  extent  of  discharge  reductions  ....  Although  there  surely 
are  exceptions  to  this  generalization,  it  is  particularly  valid  in  the  early  stages 
of  an  environmental  program,  when  little  is  known  about  the  best  ultimate  solu- 
tion and  the  immediate  need  is  to  begin  making  progress  toward  lower  discharges 
in  a  cost-effective  manner  over  time.80 

As  with  safety  and  health,  uncertainty  does  affect  policy  choice. 
Many  of  the  causal  relationships  between  "contamination"  of  the  en- 
vironment and  health,  welfare,  and  economic  activity  are  not  well  un- 
derstood; some  are  only  suspected,  and  still  other  links  are  known 
but  of  uncertain  quantitative  importance.  For  example,  until  quite 
recently,  the  effect  of  aerosol  propellants  on  the  ozone  layer  was  un- 
known. The  effect  has  now  been  well  documented,  but  neither  its  quan- 
titative importance  nor  impact  on  the  public  welfare  are  known.81 
Similarly,  certain  substances  are  recognized  as  carcinogens,  but  the 
quantitative  relationships  between  environmental  exposure  and  disease 
risk  are  rarely  known  with  any  degree  of  precision.  In  cases  where 
possible  costs  are  great  but  the  linkages  uncertain,  policy  should  err 
on  the  side  of  regulatory  intervention.  But  whether  strictly-enforced 
mandatory  standards  are  appropriate  is  open  to  question.  Even  in 
these  cases,  tax  and  other  incentive  mechanisms  may  be  preferable,  as 
a  supplement  or  even  a  replacement  for  direct  controls. 

To  understand  the  .nature  of  the  problem,  this  discussion  will  briefly 
consider  "free  market"  and  liability  solutions,  and  then  examine 
effluent  charges  and  other  incentive  mechanisms.  All  of  those  alterna- 
tives are  compared  with  standards  and  enforcement  approaches. 

L.  The  Inadequacy  of  "Free  Market"  Solutions  to  Pollution 

Problems 

Generally  speaking,  "free  market"  solutions  are  not,  in  the  environ- 
mental area,  a  viable  option.  The  activities  of  a  single  polluter  affect 
thousands  or  even  millions  of  other  firms  and  individuals,  with  whom 
there  usually  are  no  ongoing  market  relationships.  Such  relationships 
do  not  exist,  in  large  part  because  neither  firms  nor  individuals  have 
clear  property  rights  to  environmental  resources.  Air,  water,  and  en- 
vironment are  in  effect  shared  in  common  by  all  firms  in  a  given  area. 

As  with  an  oil  reservoir,  a  "rule  of  capture" — or  a  first  come-first 
served  basis — applies.  Absent  regulation,  total  demand  on  the  re- 
source may  be  high,  due  to  the  fact  that  use  of  the  resource  is  generally 
considered  free  and  very  often  the  polluter  need  not  compensate  others 

R0  Tbid. 

81  See  Noll,  Cornell,  and  Welngast,  op.  clt. 
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who  are  thereby  injured.  Similar  to  the  oil  reservoir  situation,  one 

possible  solution  is  unitization  or  merger.  To  illustrate  the  former,  if 
a  foundry  owns  adjoining  vineyards  it  will  presumably  adjust  forging 
operations  to  take  account  of  the  effects  on  the  grapes.  Merger  may 
also  be  possible.  A  chemical  factory  whose  water  quality  is  damaged  by 
effluents  from  an  upstream  paper  mill  has  several  options :  water  clean- 
ing equipment  could  be  installed  or,  if  it  is  cheaper  to  do  so,  the  paper 
mill  could  be  acquired  and  its  operations  adjusted  to  minimize  the  total 
costs  of  obtaining  "clean"  water  for  both  plants.  That  merger  and 
subsequent  adjustment  would,  in  part,  internalize  the  external  effect 
of  water  pollution.82 

But,  even  assuming  the  likelihood  of  such  transactions,  such  actions 
are  an  imperfect  solution  to  environmental  problems.83  Pollution  has 
a  wide-ranging  impact.  Effective  incentives  could  be  brought  to  bear 
only  if  all  of  those  significantly  damaged  could  organize  and  oiler  in- 
ducements for  abatement.  The  costs  of  that  action  to  any  one  indi- 
vidual or  firm  would  generally  exceed  the  private  benefit.  So  too,  any 
group  which  did  organize  to  induce  abatement  would  also  yield  bene- 
fits to  others,  and  that  result  could  encourage  some  to  remain  outside 
the  effort  as  "free  riders."  Also,  since  most  pollution  costs  are  "ex- 
ported" to  others,  wholly  voluntary  efforts  at  control  will  be  less  than 
in  labor  and  product  markets. 

Consequently,  private  market  abatement  incentives  are  generally 
ineffective.  Although  the  notion  of  thousands  of  consumers  banding 
together  to  induce  a  major  private  enterprise  to  curtail  pollution  ac- 
tivities appears  absurd,  this  is,  in  effect,  what  government  does  in 
compelling  such  control. 

M.  Use  of  Liability  System  To  Provide  Incentives  for 
Pollution  Control 

Common  law  liability  also  is  not  a  realistic  alternative.  However, 
if  pollution  sources  are  few  and  identifiable,  it  is  conceivable  that 
liability  suits  could  induce  some  abatement. 

But  even  that  could  depend  on  whether  polluters  had  the  choice 
of  abating  or  paying  damages.  In  that  situation,  profit  oriented  firms 
could  abate  to  the  point  where  the  cost  of  an  additional  unit  of  abate- 
ment just  equaled  the  potential  liability  from  an  additional  unit  of 
pollution.  It  is  very  unlikely  that  all  of  those  damaged  would  be  aware 
of  the  pollution  sources,  and  not  all  of  those  would  have  equal  access 
to  the  legal  system.  Uncertainty  as  to  the  sources  of  pollution  may  lead 
to  undercompensation  and  low  incentives,  considering  that  the  burden 
of  proof  would  be  on  the  allegedly  injured  plaintiff.  It  will  generally 
be  difficult  to  demonstrate  casual  relationship  between  specific  pollution 
sources  and  injury,  thus  discouraging  legal  action.  A  successful  lawsuit 
will  of  course  impose  damages  only  on  those  pollution  sources  named 
as  defendants.  Others,  who  in  fact  share  in  the  liability,  might  not 
have  been  included  in  the  action  or  might  be  beyond  the  court's 
jurisdiction. 


^  See  Ronald  Coase.  The  Problem  of  Social  Cost,  op.  cit,  p.  4-7.  17  and  Richard  Posner, 
Economic  Analysis  of  Law.  2d  Ed..  Univ.  of  Chicago  Press,  pp.  48-50  (1977). 

83  Full  internalization  will  not  be  desirable  because  of  the  costs  of  devising  and  enforcing 
remedies. 
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It  is  also  unlikely  that  enough  of  the  victims  will  be  included  in  the 
suit.  Legal  costs,  delays  and  requirements  illustrate  the  inadequacies 
of  this  approach. 

Therefore,  neither  market  interaction  nor  liability  suits  are  effective 
in  providing  abatement  incentives.  All  of  which  suggests  a  possible 
government  role,  whether  in  creating  incentives  or  imposing  standards. 

X.  Pollution  Standards  Versus  Abatement  Incentives 

Government-established  standards  is  one  possible  approach  to  envi- 
ronment problems.  Based  on  declared  objectives  and  with  appro- 
priate sanctions,  upper  limits  could  be  set  on  emissions  for  each  source 
or  class  of  source. 

For  example,  Congress  incorporated  specific  numerical  standards 
into  the  1970  Clean  Air  Act,  requiring  automobile  emission  reduction 
of  90  percent  within  five  years.8J  The  Clean  Air  Act  goal  is,  generally, 
to  implement  Xationai  Ambient  Air  Quality  Standards  (NAAQS's) 
for  a  variety  of  pollutants  through  a  combination  of  Federal  stand- 
ards (for  mobile  sources,  particularly  automobile)  and  state  imple- 
mentation plans  (SIP's).  The  XAAQS's  involve  two  different  stand- 
ards :  "primary  standards,"  which  are  thought  to  be  sufficient  to  pro- 
tect the  public  health,  even  for  especially  susceptible  citizens  such  as 
asthmatics;  85  and  "secondary  standards"  which  are  intended  to  ^elim- 
inate any  known  or  anticipated  adverse  effects,,  of  air  pollution. SG 

Technical  and  economic  considerations  plav  no  role  in  meeting  the 
"primary"  standards.  As  Senator  Muskie  noted : 

The  deadline  [for  automobile  emission  of  standards]  is  based  not.  T  repeat,  on 
economic  and  technological  feasibility,  but  on  considerations  of  public  health.87 

The  Federal  approval  criteria  for  state  plans  do  not  include  social, 
economic,  and  technical  feasibility  of  meeting  primary  standards. 

If  the  standards  are  not  met.  the  desired  effects  are,  of  course,  rot 
achieved.  The  many  extensions  that  have  marked  automobile  emission 
requirements  indicate  that  standards  are  not  necessarily  effective  in 
meeting  goals.  Table  5-5  shows  the  effect  of  these  delays. 

NEW  AUTOMOBILE  EMISSION  CHARACTERISTICS! 

HC  CO  NOX 

1970  emission  levels... 

1970  CAA  stanza's  (or  1975-76.... 

Actual  1975  standards 

Likely  1979  standards 

Likely  1981  standards 

i  All  numbers  are  in  gtams  per  mile.  The  1970  levels  for  HC  and  CO  are  the  standards  in  force  under  the  1967  CA£, 
and  represent  a  reduction  from  uncontrolled  levels  of  8.7  and  87.0,  respectively.  Meeting  the  standards  actually  in- 
creased 1970  NOX  emissions  from  a  pre-1968  average  of  3.5  The  90-percent  reduction  mandated  by  the  1970  CAA  was  to 
be  effective  in  1975  for  HC  and  CO,  in  l'J76  for  NOX.  The  "likely"  1979  and  1981  standards  are  from  the  house  version  of 
the  CAA  amendments. 

Source:  Ruff.  op.  cit. 

The  90  percent  reduction  which,  in  11)70,  was  to  be  only  four  years 
v  was  -till  thought  to  bo  five  years  in  the  future  in  1D7(>.  Emis- 
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quoted  In  Senate  Reporl   No.  91    1196,  !>i<t  Cong.,  3d  Bess.,  1970,  i>.  82905.  Cited 
in  Bonine.  op.  fit.,  p.  if). 
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sions  were  reduced,  but  not  by  as  much  as  planned,  and  much  attention 
focused  on  catalytic  converters  rather  than  on  other  possible  solutions.88 
Extreme  sanctions,  such  as  EPA  orders  to  shut  down  plants  ha\  ■ 
appeared  sufficient.89 

1.  The  relative  merits  of  standards  and  ina  ntives  in  rt  <hu  ing  pollution 

at  m nth) nun  cost 

While  standards  can  reduce  uncertainty  about  pollution  levels  ; 
can  cause  inefficiency.  Whenever  possible,  a  pollution  goal  Bhould  :  * 
achieved  at  minimum  cost  to  society.  Thus,  sources  with  low  abatei 
costs  should  reduce  emissions  by  more  than  those  with  high  abatement 
costs.  Current  EPA  regulations  take  partial  account  of  different 
cost  by  setting  more  rigorous  standards  for  new  sonn  es  (whose  de 
can  take  emission  control  into  account)  than  for  old  sources.  I' 
information  would  be  required  to  design  and  implement  standards 
taking  full  account  of  differential  abatement  costs. 

The    incentives    approach    is    a    major    alternative    to    sfa 
Through  use  of  incentives,  pollution  could  be  reduced  to  "desired" 
levels,  perhaps  at  which  the  incremental  benefit  from  pollution  al 
ment  equaled  the  incremental  cost  of  abatement.  This  ••nirvana"  e 
ent  fee  would  also  provide  a  continuous  incentive   for  compliance, 
encourage  technical  innovation,  and  encourage  lai 

tions  by  the  low  abatement-cost  sources.00  A  fee  of  any  sort  could,  in 
principle,  implement  a  "correct"  level  of  "standards",  encourage  prog- 
-  in  compliance,  and  insure  that  the  level  of  abatement  was  •  btain<  d 
in  a  cost-effective  manner.  Each  of  those  goals  is  consistent  with  effici- 
ent use  of  environmental  resources.  A  major  problem  with  an  excln 
standards-enforcement  approach   is  the   absence  of  on-going   incen- 
tives for  continuous  reduction  of  emissions  or  innovation.  Fur 
unless  standards  take  into  account  a  wide  range  of  int 
dustry  differences — which  is  an  admittedly  difficult  task — they  are 
unlikely  to  be  cost-effective. 

In  contrast,  fee  systems  indirectly  control  emissions  while  provid- 
ing automatic  incentives  for  poll- 
unit  fee  en  emissions  a  polluter  will — in  order  to  maximize  profits  or 
minimize  costs — reduce  pollution  until  the  cost   of  unit  of 

ement  just  equal-  the  fee.  Therefore  if  all  sources  pay  the 
they  will  all  incur  the  same  i] 

emission  "quotas"  among  sources  will  not  decrease  fho  total  cos 
abatement.  Cost  increases  to  one  source  would  at  least  offset  savings  for 
others,  so  emissions  would  be  efficiently  allocated.  The  ''  e  system  in 
effect  "screens"  the  low  cost  abaters,  encouraging  them  to  do  more 
cleanup.  This  screening  requires  no  special  enforcement  action.-.  A  fee 
system  will  produce  larger  cost  savings  when  there  are  many  types  of 
sources  with  different  abatement  costs.  However,  if  abatement  costs  do 
not  differ  much  among  sources,  the  screening  effect  is  less  important, 
and  the  ••pollution  certainty"  feature  of  standards  might  be  preferable. 

The  evidence  cited  above  indicates  that,  under  the  present  stand- 
ards approach,  abatement  costs  do  differ  very  substantially  among 

s  Ibid. 

89  See  "EPA  Orders  Ford  to  Halt  2  Car  Lines,"  Washington  Post.  Fob.  9.  1977. 

90  See  Edwin  H.  Clark.  II.  Comments  on  "Regulatory  Strategies  tor  Pollution  Control," 
MIT  Conference  on  the  Pollution  Control,  Dec.  2,  1976.  p.  4. 
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sources.  Thus  fee  systems  could  yield  substantially  reduced  compli- 
ance costs. 

Fees  do  provide  desirable  incentives  for  compliance,  since  the  pol- 
luter is  thereby  prompted  to  find  a  cheap  way  to  reduce  emissions. 
With  standards,  the  incentive  is  more  directed  to  obstruction  and 
delay.  And  if  standards  are  supported  by  severe  sanctions,  such  as 
plant  closings,  the  incentive  to  delay  is  even  greater  and  the  penalties 
may  be  rarely  invoked. 

Consider  the  example  of  EPA  enforcement  of  Clean  Air  Act- 
compliance  for  the  Jones  and  Laughlin  Steel  Corporation  facility  in 
Pittsburgh,  as  recounted  by  Ruff : 91 

EPA  issued  notices  of  violation  to  J&L  on  February  21,  1975,  and  then  spent 
six  months  negotiating  a  compliance  agreement.  This  sixty-page  document  speci- 
fies that  J&L  shall :  construct  basic  oxygen  furnaces  to  replace  its  open  hearth 
furnaces,  which  will  be  shut  down  no  later  than  November  1,  1979 ;  bring  its 
boilers  and  coke  oven  gas  emissions  into  compliance  during  1976  and  its  "hot 
searfer"  into  compliance  by  April  1,  1979 ;  reduce  smoke  emissions  from  topside 
pipes,  and  from  coke  oven  charging  operations  on  a  detailed  schedule,  and 
"exercise  good  faith  and  make  all  reasonable  efforts"  to  comply  with  emission 
limitations ;  rehabilitate  coke  oven  stacks  on  a  schedule  beginning  January  1, 
1976,  and  ending  January  1,  1980 ;  undertake  to  develop  and  test  equipment  for 
controlling  emissions  from  coke  oven  stacks  and,  if  it  is  needed  to  prevent 
violations  and  it  works,  to  install  it  within  21  months  after  a  violation  is  estab- 
lished; design  and  construct  an  "enclosed  quench  car"  to  capture  emissions 
from  coke  oven  pushing  by  November  1,  1977,  test  it  until  June  1,  1978,  and, 
if  it  works,  install  four  more  on  a  detailed  schedule  ending  December  1,  1980 — 
if  it  does  not  work,  a  new  compliance  schedule  will  be  negotiated. 

Achievement  of  this  schedule  clearly  depends  on  a  wide  variety  of 
technical  developments,  the  absence  of  which  could  result  in  further 
delays.  Meanwhile,  incentives  to  maintain  or  exceed  the  schedule  are 
neither  automatic  nor  spread  evenly  over  all  the  available  means  of 
compliance.  Instead,  the  schedule  affects  only  the  more  visible  and 
readily  verifiable  means  of  compliance,  which  may  or  may  not  be  the 
least  costly  method  of  achieving  abatement.  As  with  other  general 
incentives,  emission  fees  in  principle  encourage  an  efficient  considera- 
tion of  available  methods  of  abatement,  whether  visible,  less  visible, 
capital  intensive,  innovative  or  commonplace.  For  that  reason,  they 
are  likely  to  be  less  costly  than  other  approaches,  such  as  tax  credits 
for  investments  in  equipment,  standards  applicable  only  to  new  sources, 
or  subsidies  for  specific  programs.  Of  course,  the  even-handed  benefit 
of  general  incentives  depends  on  the  ability  to  accurately  monitor 
emissions. 

Simply  requiring  use  of  a  particular  technology  without  assuring 
reliable  operation  will  not  abate  pollution.  And  that  is  a  significant 
problem.  A  cornerstone  of  Federal  water  pollution  control  programs 
has  been  large  subsidies,  involving  many  billion  dollars,  to  construc- 
tion of  municipal  waste  treatment  facilities  which  virtually  overlook 
maintenance  and  operation  of  the  facilities.92  While  subsidies  have 
-ii rely  greatly  increased  the  demand  for  such  facilities,  perhaps  at  the 
expense  of  other  projects,  they  may  encourage  overdesiirn  of  the 
facilities.93  Both  EPA  and  GAO  reviews  indicate  that  operating  costs 
may  be  20-30  percent  too  high.  Since  investment  of  one  local  "dollar 

M  Ruff,  op.  Clt. 

eese  and  Schultze,  op.  clt..  n.  37. 

w  Ruff,  op.  clt.  notes 1  that  estimates  of  "needs'*  for  facilities  construction  hnve  exploded 
from  a  total  Ol  $15  billion  in  1!»71  to  $342.8  billion  in  1!)74.  Part  of  this  is  because  of 
extended  program  coverage;  part  is  attributed  to  overstatement  of  needs  by  municipalities 
completing  for  federal  funds.  Kneese  and  Schultze,  op.  cit.,  p.  35. 
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may  be  matched  by  three  federal  dollars,  facilities  are  sometimes 
designed  too  large  for  reasonable  future  needs,94  and  may  be  unduly 
capital  intensive.  Because  plants  are  built  to  EPA  specifications,  that 
agency  will  probably  have  great  difficulty  requiring  upgrading.  Lack- 
ing incentive  for  effective  and  continuous  operation,  discharge  reduc- 
tions are  likely  to  be  less  than  suggested  by  application  of  "BPT" 
and  "BAT"  standards.95  By  contrast,  effluent  charges  would  encourage 
municipalities  to  properly  maintain  and  operate  existing  facilities 
while  considering  other  methods  of  abatement. 

Encouraging  proper  upkeep  is  also  a  problem  with  attempts  to  con- 
trol automobile  emissions.  Some  of  those  controls  are  dependent  on 
frequent  maintenance  and  can  be  damaged  by  routine  problems  such 
as  the  fouling  of  spark  plugs.  But,  present  programs  provide  no  incen- 
tive for  maintenance,  and  car  owners  can  gain  performance  and  fuel 
economy  by  degrading  or  disconnecting  some  systems ;  tests  consistently 
indicate  that  emissions  of  care  in  use  exceed  those  which  car  models 
must  meet  before  sale.96 

Without  such  incentives,  emission  reductions  will  be  less  than  other- 
wise, and  an  increasing  burden  will  be  placed  on  standards  enforce- 
ment on  new  cars.  The  cost  of  proper  maintenance  is  not  high.  Experi- 
ments have  indicated  that  maintenance  costing  $27-$37  per  car  could 
substantially  reduce  emissions.97  Mills  and  White  describe  a  potential 
system  as  follows : 

..  .  .  the  following  information  would  be  added  to  the  window  sticker  of  each 
car.  The  expected  average  emissions  over  50,000  miles,  as  (ieterinin<jd  by  the  pre- 
sale  tests  for  the  Federal  effluent  fee  program  :  the  emissions  at  zero  miles  of  the 
sample  vehicles  in  the  pre-sale  test:  and  the  actual  emissions  (at  zero  miles)  of 
the  particular  vehicle  in  question.  This  would  allow  potential  buyers  to  obtain  a 
good  idea  of  the  likely  future  emissions  of  the  particular  car  Miey  wish*  d  to  pur- 
chase, and  hence  its  likely  future  emissions  taxes  and  resale  value.  It  will  tell 
liim  if  the  particular  vehicle  is  likely  to  be  an  emission  lemon." 

Unlike  the  present  system,  such  a  fee  system  could  discourage  pur- 
chase and  heavy  use  of  the  most  polluting  cars.  Periodic  retesting  and 
adjustment  of  emission  fees,  would  encourage  proper  maintenance. 

2.  Efficiency  vs.  fair  division  of  the  cost  of  pollution  reduction 

The  first  type  of  incentive — the  "nirvana''  emissions  charge — is  lim- 
ited by  an  admitted  inability  to  fully  define  and  accurately  measure 
the  benefits  of  pollution  abatement.  And  for  efficiency  the  fee  would 
have  to  be  equal,  for  any  pollutant  for  all  industries,  firms,  and  sec- 
tions of  the  country.  Otherwise  the  marginal  cost  of  abatement  would 
not  be  equal  everywhere,  and  total  abatement  costs  would  not  be 
minimized.  Such  a  general  fee  might  appear  to  conflict  with  notions 
of  fairness  and  that  the  degree  of  sacrifice  should  vary  in  accordance 
with  ability  to  bear  financial  burdens.99  That  principle  might  dictate, 
for  example,  lower  taxes  for  industries  with  small  firms  than  those  with 
larger  firms.  As  Clark  notes : 

.  .  .  during  the  last  decade,  Congress  seems  to  have  been  designing  regulatory 
programs  in  a  conceptual  framework,  which  can  be  called  a  "cost-impact"  ap- 
proach. In  simplest  terms,  the  concept  used  seems  to  be  that  you  squeeze  some- 
body until  it  hurts,  or  until  it  really  hurts,  or  until  it  hurts  so  bad  that  they 

94  Ruff.  on.  cit. 

85  Ibid. 

MKneese  and  Schultze,  op.  cit..  p.  05  ;  Mills  and  White,  op.  cit.,  pp.  30.  .°,4. 

97  Ibid.,  p.  73. 

*s  Ibid.,  pp.  62-73. 

99  Clark,  op.  cit,  p.  3. 
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can't  stand  it.  The  emphasis  is  more  on  the  capacity  of  the  regulated  group  to 
absorb  the  costs  of  regulation,  and  less  on  whether  this  is  the  least  costly  way  of 
achieving  a  given  goal  or  on  whether  the  costs  are  necessarily  consistent  with 
the  benefits.  This  cost  impact  concept  is  expressed  most  clearly  in  the  Water 
Act  where  there  are  such  standards  as  "best  practicable  technology''  or  "best 
available  technology,  economically  achievable."  The  modifiers,  for  example  "prac- 
ticable" or  "economically  achievable,"  serve  to  give  some  indication  of  how  hard 
Congress  wants  to  squeeze.1 

As  discussed  above,  equal  abatement  approaches  can  result  in  higher 
costs  than  necessary.  The  equity  of  allowing  some  groups  to  use  en- 
vironmental resources  at  lower  cost  than  others  is  not  clear.  Cost  ef- 
fective abatement  in  a  given  area  or  by  a  given  industry  can  be  ap- 
proached by  fees  set  simply  at  "reasonable"  levels,  taking  account  of 
abatement  costs,  financial  capacity,  and  other  considerations.  To  the 
extent  the  fees  differ  among  industries  or  firms,  some  efficiency  would 
be  lost.  For  example,  a  10  cents  per  pound  fee  on  sulfur  emissions  by 
the  steel  industry  would  encourage  abatement  up  to  the  point  where 
the  cost  of  further  reduction  would  exceed  that  amount.  Whatever 
abatement  level  was  attained  by  that  industry  would  be  produced  at  a 
minimum  cost — in  a  cost-effective  manner — because  incremental  abate- 
ment costs  would  be  equal  to  10  cents  throughout  the  industry.2  Suppose 
that,  because  of  "lower  financial  capacity'*,  a  fee  of  only  7  cents  was  set 
for  the  copper  industry.  This  industry  would  abate  up  to  the  point 
where  further  emission  reductions  would  cost  just  over  7  cents  per 
pound.  The  degree  of  abatement  obtained  in  the  copper  industry  would 
have  been  produced  in  a  cost  effective  manner  as  in  the  steel  industry. 
However,  some  overall  efficiency  would  have  been  lost — since  total 
abatement  costs  could  be  reduced,  while  holding  total  emissions  con- 
stant, by  slightly  raising  the  fee  on  copper  emissions  (thereby  getting 
some  extra  abatement  for  about  7  cents  per  pound) ,  while  lowering  the 
fee  on  steel  (increasing  emissions  there),  at  an  initial  abatement  costs 
saving  of  almost  10  cents  per  pound.  Total  emissions  would  be  con- 
tained at  the  initial  level  but  at  lower  total  cost.  The  more  distinctions 
the  fees  recognize,  the  greater  possible  increase  in  cost. 

Even  fees  which  recognize  a  wide  variety  of  distinctions  still  en- 
courage cost  effective  abatement  by  a  given  firm  or  industry.  Such  fees 
provide  automatic  incentives  for  proper  maintenance  and  operation  as 
well  as  for  control  device  construction.  Most  important,  they  provide 
continuous  incentives  for  reduction  of  emissions  and  innovation  since 
polluters  would  pay  for  the  use  of  environmental  resources.3  And 
these  are  the  most  significant  advantages  of  fee  and  other  incentive 
systems.  In  contrast,  under  the  standards-enforcement  approach,  each 
polluter  is  granted  some  degree  of  "free"  use  of  environmental  re- 
sources. Pollution  up  to  these  levels  is  presumed  "legal."  No  sanction 
is  invoked,  and  as  a  result  there  is  no  continuous  incentive  for  emission 
reduction. 

S.  Delayed  compliance  penalties:  Economic  incentives  used  to  imple- 
ment start  (lards 

Pure  fee  systems  might  be  viewed  as  providing  "licenses  to  pol- 
lute,"4 whereas  the  maintenance  of  standards  may  appear  to  pre- 

»  Ibid. 

■This  assumes  effective  monitoring. 

"See  The  Polluter  Pays  Principle,  Organization  for  Economic  Development.  1075. 
■'Tins  issue  figured  heavily  In  the  Senate  debate  on  the  Federal  Water  Pollution  Control 
Amendments  of  1972.  See  "Economic  Disincentives  for  Pollution  Control,"  op.  cit,  p.  G3. 
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serve  the  "moral  authority-'  against  pollution.  Delayed  compliance 
penalties— such  as  those  contained  in  the  1976  proposed  Clean  Air  Act 
Amendments5  and  in  the  actual  amendments  to  that  statute  adopted 
in  1977  G— combine  incentives  with  a  standards  approach.  The  com- 
bined approach  has  been  adopted  in  Connecticut.7  The  intended  pur- 
pose is  to  reduce  possible  advantages  of  avoiding  the  law  by  impo 
penalties  for  delayed  compliance  equal  to  the  estimated  benefits  of 
noncompliance. 

For  example,  under  the  proposed  1070  CAA  amendments,  the 
penalty  was  to  be  "a  monthly  payment  ...  no  less  than  the  monthly 
equivalent  of  the  capital  costs  of  compliance  and  debt  service  over  a 
normal  amortization  period,  not  to  exceed  ten  years,  operation  and 
maintenance  costs  saved  as  a  result  of  noncompliance,  and  the  eco- 
nomic value  which  a  delay  in  compliance  .  .  .  may  have  for  the  owner 
or  operator  of  such  major  emitting  facility."  8  The  penalty  would 
have  followed  a  compliance  order  and  the  filing  of  a  plan  for  com- 
pliance, including  techniques  to  be  used  and  compliance  cost  estimates. 

Cost  estimation  may  be  a  complex  task,  and  sources  expecting  to  be 
subject  to  sanctions  will  have  incentives  to  understate  and  thus  reduce 
possible  penalties.  This  can  be  avoided  by  agency  estimation  of  com- 
pliance costs.  This  may  be  difficult  when  the  compliance  actions  are 
diverse  and  complex,  although  one  observer  states  that  correct  assess- 
ments ". . .  can  be  calculated  in  ten  or  fifteen  minutes  by  state  inspectors 
and  engineers."  9  This  may  be  possible  for  simple  sources  and  abate- 
ment strategies,  but  seems  implausible  for  large  or  sophisticated 
sources.  Inaccurate  estimates  can  be  made  less  important  if  excesses 
can  be  refunded  or  deficits  collected,  all  with  the  addition  of  an  ap- 
propriate rate  of  return  on  capital. 

The  "Connecticut  Plan",  which  implemented  delayed  compliance 
penalties,  has  been  successful  in  reducing  delays  and  enforcement 
costs.10  Such  penalties  do  provide  some  partially  automatic  incentive 
for  compliance,  which  is  lacking  in  the  pure  standards-enforcement 
system.  Sources  have  less  hope  of  gaining  through  delay,  so  there  will 
be  increased  incentives  to  develop  technologies  for  economical  and 
prompt  compliance.  However,  for  delayed  compliance  penalties  to  be 
readily  administered  "standard"  or  simple  methods  of  compliance 
must  be  assumed — and  these  methods  may  have  higher  costs  than  more 
complex  techniques. 

Delayed  compliance  penalties  may  also  lead  to  administrative  prob- 
lems similar  to  those  inherent  in  standards-enforcement  systems.  Larry 
Ruff,  in  his  case  study  prepared  for  the  Committee,  notes : 

The  weakness  in  the  Connecticut  system  and  in  the  one  proposed  for  the  CA  V 
is  that  they  still  require  agency  attention  to  the  details  of  each  case.  That  is, 
instead  of  treating  a  discharge  as  something  which  is  necessary  to  some  extent 
but  should  be  discouraged  by  economic  forces,  the  extant  proposals  still  require 


5  S.  3219,  94th  Cons:.,  2d  Sess.  (197G). 
0  S.  252,  portion  120,  Public  Law  95-95. 

7  See  Economic  Law  Enforcement,  Ponort  to  the  T'.S.  EPA   by  Hie  Connecticut   I1 
ment   of  Environmental   Protection,    September,    1975.    See   also    David    W.    Tundermann, 
"Economic    Enforcement    Tools    for    Pollution    Control:    The    Connecticut    Plan,"    paper 
presented   at   the  Environmental    Study   Conference   Briefing,    "Tax    and    Foe   Approaches 
to  Pollution  Control,"  May  26.  1976. 

8  U.S.    House   of   Representatives,    Conference   Report,    "Clean   Air   Act   Amendments    of 
1976."  Section  119B  (p.  17). 

9  William  Dravton,  Jr.,  "Revond  Effluent  Fees,"  paper  presented  at  the  MIT  Conference 
on  Air  Pollution  Control.  1970.  n.  •">• 

10  Tundermann,  op.  cit.,  pp.  10-14. 
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a  regulatory  agency  to  define  precisely  what  is  legal,  what  is  not,  and  when  the 
illegal  activities  must  stop,  for  each  source  individually. 

This  may  work  acceptably  in  simple  situations  involving  add-on  devices  of 
well-known  (and  low)  cost.  But  when  compliance  is  a  complex  technical  and 
economic  matter,  when  innovation  or  technological  progress  is  required,  when  the 
best  solution  involves  process  changes  or  redesign,  the  agency  will  have  great 
difficulty  defining  precisely  the  conditions  under  which  a  fine  is  to  be  levied,  and 
will  find  its  judgments  challenged  in  most  important  cases.  The  enforcement  order 
or  compliance  agreeemnt  will  no  longer  be  a  gentleman's  agreement  to  make  good 
faith  efforts  but  will  become  a  contract  specifying  performance  and  setting  penal- 
ties for  failure  to  perform.  Where  technology  is  uncertain,  dischargers  will  be 
more  reluctant  than  ever  to  try  anything  new.  Instead  of  agreeing  to  do  their  best, 
they  will  insist  at  an  early  stage  that  the  applicable  emission  limitation  is  un- 
reasonable and  will  fight,  forcing  the  agency  to  choose  between  relaxing  re- 
quirements or  litigating.  Since  results  cannot  usually  be  guaranteed,  the  enforce- 
ment order  will  have  to  be  written  in  terms  of  actions  and  expenditures  rather 
than  results,  forcing  EPA  to  get  even  more  deeply  into  the  technology  and  eco- 
nomics of  industry.  The  process  may  actually  be  counterproductive  if  it  leads 
to  more  conflict  over  what  can  be  accomplished  rather  than  cooperation,  and  if 
it  narrows  even  further  the  range  of  alternative  actions  which  are  pursued.11 

Aside  from  these  potential  problems,  delayed  compliance  penalties 
lack  several  important  features  of  emission  fees.  First,  they  encourage 
compliance  but  provide  little  or  no  incentive  for  cost-effective  division 
of  total  abatement  among  sources.  The  standard,  which  is  unlikely  to 
recognize  even  the  major  abatement  cost  differences  among  firms  in  an 
Industry,  must  be  met  and  thus  total  compliance  costs  may  be  much 
higher  than  necessary.  "Compliance"  is  after  all  the  ultimate  goal,  and 
prompt  compliance  is  encouraged  even  if  the  costs  are  very  high.  All  of 
which  may  be  unnecessary  for  desirable  environmental  quality.  Unlike 
fee  systems,  delayed  compliance  penalties  provide  no  incentive  to  re- 
duce emissions  below  levels  required  by  standards.  The  standards  ap- 
proach, with  or  without  such  penalties,  allows  some  level  of  free  use  of 
environmental  resources  to  each  source.  In  direct  consequence,  some 
very  low  abatement  cost  opportunities  may  be  foregone,  and  incentives 
for  technical  change  are  reduced. 

Furthermore,  as  presently  designed,  delayed  compliance  penalties 
may.  for  example,  induce  more  prompt  installation  of  control  equip- 
ment, without  of  course  having  any  effect  on  proper  operation  aud 
maintenance  of  this  equipment.  And  the  costs  of  operation  and  main- 
tenance are  often  many  times  above  the  annual  cost  of  the  equinment.12 
Estimating  the  cost  savings  from  noncompliance  through  improper 
operation  (so  as  to  impose  proper  penalties)  is  a  most  difficult  task. 
One  possibility  would  be  to  create  a  legal  presumption  that  a  firm 
out  of  compliance  had  done  no  operation  and  maintenance; 13  or  the 
assumed  cost  savings  could  be  proportional  to  the  degree  to  which 
standards  were  exceeded.14  An  alternative  would  be  a  charge  based  on 
estimated  operating  and  maintenance  costs  for,  e.g.,  an  industry,  al- 
though such  charges  would  not  produce  as  cost-effective  a  reduction 
in  emissions  as  more  general  charges.  But  the  need  to  encourage  proper 
operation  and  maintenance  could  justify  some  level  of  charge  even 
within  a  standards-based  system.15 

11  T.arry  Ruff,  op.  oit,  in  Appendix  to  this  volume. 

r-'  Drayton,  <>i>  '-it.,  pp.  1 1    12. 

1:1  This  suggestion  is  duo  to  Clnrk,  op.  cit.,  p.  17. 

»«  Il.Wl. 

'■   I  Mil. 
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1^.  The  distributional  effects  of  fees  vs.  standards 

Unlike  standards,  fees  or  other  incentives  do  generate  revenues, 
which  could  finance  such  projects  as  environmental  research  and  de- 
velopment or  could  compensate  those  injured  by  either  control  efforts 
or  by  pollution.  Compensation  must  be  done  with  care  to  avoid  loss 
of  efficiency.  Using  effluent  fee  revenue  to  compensate  those  damaged 
would  inappropriately  lower  the  cost  of  living  in  heavily  polluted 
areas  and  cause  excessive  pollution  damage.16  Earmarking  funds  for  a 
particular  purpose  may  be  risky.  For  example,  an  innovation  in  auto- 
mobile emission  control  technology  could  quickly  reduce  revenues 
from  a  fee.  But  that  need  not  reduce  socially  proper  expenditures  on 
municipal  waste  treatment  plants. 

There  is  no  reason  why  a  program  of  pollution  fees  should  result  in 
increased  government  expenditures.  Pollution  fee  revenues  come  in 
part  from  the  public  from  higher  product  prices,  and  in  part  from 
polluters.  The  fee  and  standard  systems  will  impose  different  burdens 
on  various  groups :  under  a  uniform  standard  system  the  high  abate- 
ment cost  sources  will  incur  greater  expense  than  with  a  fee  approach. 
For  example,  stockholders  of  firms  with  old  plants  will  lose  relative  to 
those  of  "new"  firms.  Because  of  limited  resources,  standards  enforce- 
ment will  generally  concentrate  on  the  larger  sources,  so  owners  of 
large  firms  and  plants  may  lose  relative  to  small.  But  if  standards  are 
enforced  uniformly  on  small  and  large  firms,  small  firms  ma}'  gain 
under  a  fee  system. 

The  reason  is  that  in  many  cases  abatement  costs  are  much  higher 
relative  to  output  for  small  than  large  plants  and  firms.17  That  is 
so,  because  many  pollution  control  technologies  appear  subject  to 
significant  scale  economies.  Under  a  fee  system  more  of  the  abatement 
will  be  done  by  the  larger  firms  with  lower  costs  and  smaller  firms 
accordingly  less  burdened. 

A  fee  system  might  impose  larger  financial  burdens  than  standards, 
yielding  the  same  pollution  levels:  under  a  standards  system,  abate- 
ment costs  are  incurred.  With  fees,  firms  incur  abatement  costs  and 
pay  fees  on  remaining  pollution.  Therefore,  it  is  possible  that  a  fee 
system  may  raise  product  prices  more  than  a  standards  approach.  Also, 
under  a  uniform  fee  system,  remaining  effluents  will  be  taxed  even 
though  a  relatively  little  damage  occurs.  Thus,  resulting  financial  prob- 
lems caused  by  the  tax  may  drive  some  firms  from  the  market.  How- 
ever, that  need  not  occur,  because  the  greater  cost-effectiveness  of  fees 
may  so  reduce  control  costs  that  the  total  of  fee  and  abatement  costs 
would  be  less  than  the  costs  required  by  a  standards  system.18 

Also  one  way  to  mitigate  such  adverse  impacts  would  be  to  initials- 
set  fees  at  a  low  level  and  increase  them  over  time.  In  such  a  system, 
"[t]he  initial  capital  impact  on  industry  will  be  slight  while  the 

16  See  Mills  and  White,  op.  cit.,  p.  70.  Some  of  the  pollution  damage  may  already  be 
reflected  in  land  values  so  some  of  those  damaged  may  already  have  received 
"compensation." 

17  See.  e.g.,  U.S.  Senate,  Committee  on  Agriculture  and  Forestry.  Subcommittee  on 
Rural  Development,  and  "Potential  Effects  of  Application  of  Air  and  Water  Quality 
Standards  on  Agriculture  and  Rural  Development."  Committee  Print,  Jan.  2.  107."..  pp. 
293,  227-251  and  U.S.  Environmental  Protection  Agency.  Office  of  Planning  and  Evalua- 
tion, Economic  Analvsis  of  Proposed  Effluent  Guidelines,  The  Electro  Plating  Industry. 
EPA  230/1-73-007.  September  1973,  pp.  V-5 — V-9. 

u  Kneese  and  Schultze,  op.  cit.,  p.  94. 
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industry  is  on  notice  that  if  it  does  not  accelerate  its  pollution  control 
efforts,  its  burden  may  become  heavier/' 19 

S.  The  overall  merits  of  incentives  vs.  standards 

Strictly  enforced  standards  are  more  justified  when  exceeding 
threshold  pollution  levels  involves  irreversible  impact  or  imposes 
very  large  costs.  Under  a  fee  system,  if  abatement  costs  are  higher 
than  regulators  expected,  pollution  could  rise  above  the  threshold 
level.  This  would  occur  because  at  the  higher  abatement  cost  level  the 
desired  level  of  abatement  would  no  longer  pay.  Possible  examples  of 
such  thresholds  may  be  the  effects  of  particulates  on  the  visibility  of 
scenic  vistas  and  effects  of  extremely  high  BOD  pollution  on  rivers 
and  streams.20  But,  as  discussed  above,  such  thresholds  are  unusual 
and  even  if  they  did  exist,  it  is  most  unlikely  that  even  a  substantial 
change  in  emissions  from  any  one  source  would  have  a  drastic  effect  on 
health  or  welfare.21  The  actual  result  with  standards  need  not  differ, 
in  fact,  because  with  higher  than  expected  control  costs  delay  and 
litigation  may  increase.  If  costs  are  underestimated  or  fall,  fees  could 
cause  more  abatement  than  might  be  originally  expected. 

Fees  will  not  firmly  fix  the  level  of  pollution  if  incremental  abate- 
ment costs  are  fairly  constant  as  abatement  varies.  In  situations  of 
"flat"  abatement  costs,  a  small  error  in  fee  setting  can  cause  a  large 
change  in  pollution.  For  example,  if  marginal  abatement  costs  are 
$1.00  per  pound  between  30  and  60  percent  abatement,  a  fee  of  $.95 
could  lead  to  perhaps  29  percent  abatement  while  a  fee  of  $1.05  could 
result  in  61  percent  abatement.  Since  abatement  costs  are  never  known 
with  much  precision,  this  could  constitute  a  major  drawback  to  fees. 
But,  as  discussed  above,  in  most  situations  it  appears  that  incremental 
abatement  costs  rise  steeply,  so  small  "errors"  in  fee  setting  will  have 
little  effect  on  abatement. 

On  the  other  hand,  if  damages  vary  steadily  with  pollution  levels 
i.e.,  there  are  no  threshold  effects,  fees  may  be  preferable  to  standards: 
polluters  can  adjust  abatement  to  take  account  of  costs,  and  the  risks 
of  sovere  damage  are  small.  Abatement  costs  are  surely  uncertain, 
and  it  makes  little  sense  for  society  to  be  locked  into  rigid  and  possibly 
expensivo  standards  when  there  is  little  potential  risk  from  errors  in 
controlling  pollution.  Much  of  the  available,  evidence  indicates  that 
this  is  the  case.  Questions  remain  for  hazardous  pollutants,  such  as 
substances  which  are  long  lived,  hazardous  at  very  low  concentration 
levels  or  risky  in  the  sense  of  having  very  uncertain  and  possibly  cata- 
strophic cffects.^One  possible  solution  is  a  total  ban.  But  this  does  not 
mean  that  incentive  systems  are  inappropriate.  The  present  system  re- 
volves around  product  testing  and  could  result  in  considerable  delay 
and  conflict.23  One  alternative  would  be  to  increase  manufacturer  and 
polluter  incentives  to  learn  about  effects  by  requiring  posting  of  a  sub- 
slant  ial  bond.  In  addition,  for  very  hazardous  substances  manufac- 
turers might  be  made  responsible  for  all  of  tho  effects  of  tho  uses  of 
their  product.  A  "dangerous  substance  charge"  could  be  paid  by  the 

'•nil..!. lie  Disincentives  for  Pollution  Control,"  on.  cit.   n  125 
p.  cit.,  p.  S. 
One  exception  may  be  aesthetic  pollution  where  the  very  presence  of  a  pollution  sound 
Is  Reen  us  very  damaging, 
iff,  op.  cit. 
2;  [bid. 
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manufacturer  24  which  might  bo  refundable  on  recycling  or  safe  de- 
struction. Chlorinated  fluorocarbons  are  one  candidate.  With  those 
charges  the  use  of  such  substances  would  presumably  be  restricted  to 
the  more  highly  valued  and  less  "frivolous"  uses.  Charges  would  not 
|be  a  full  substitute  for  regulation,  but  they  could  at  least  screen  out 
the  less  valuable  uses  of  dangerous  substances. 

Practical  enforcement  questions  can  also  influence  the  choice  be- 
tween fees  and  standards.  Standards  enforcement  rests  largely  on  gov- 
ernment monitoring  efforts,  with  some  support  from  moral  suasion. 
Firms  could  be  required  to  provide  information  on  their  pollution 
levels.  Large  deviations  of  payments  from  estimates  based  on  industry 
averages  could  trigger  monitoring  and  enforcement  activities.  The  fee 
system  could  require  less  monitoring  and  less  enforcement  activity,  and 
thus  have  lower  costs. 

Standards  based  on  certain  technology  also  might  restrict  abatement 
efforts  to  those  "approved"  by  the  requirement  or  the  enforcing  agency. 
But,  insofar  as  the  standards  approach,  there  are  benefits  to  restricting 
allowable  technologies.  It  does  ease  monitoring  and  enforcement.  If,  as 
generally  seems  to  be  the  case,  damages  rise  steadily  with  emissions  but 
costs  are  very  sensitive  to  the  level  of  abatement,  it  may  be  best  to  select 
a  technology  or  level  of  cost — perhaps  through  a  "best  technology" 
regulation — and  alloAv  variation  in  the  level  of  discharges.  Alterna- 
tively, a  tolerable  level  of  cost  might  initially  be  imposed  by  a  dis- 
charge fee. 

Rigidity  in  fees  and  standards  can  cause  problems.  Suppose  that 
because  of  threshold  effects,  the  goal  is  to  maintain  a  constant  total 
amount  of  pollution,  perhaps  to  implement  a  non-deterioration  policy. 
As  industry  grows,  fees  must  be  raised  or  standards  tightened.25  Since 
I  fees  are  fully  visible  to  the  public,  increases  may  involve  political  ob- 
stacles. On  the  other  hand,  public  resistance  to  more  rigorous  standards 
may  be  less :  there  is  less  of  a  visible  "pocketbook  effect"  on  the  general 
public.  But  the  nature  of  effect  is  not  clear. 

Where  flexibility  is  more  permissible,  threshold  effects  may  be  less 
important.  Then,  if  product  demand  rises,  the  economic  benefit  from 
allowing  more  production  also  increases  and  less  stringent  pollution 
controls  may  be  justifiable.  Strictly  enforced  standards  may  impede 
this  adjustment  and  unduly  restrict  output  and  employment.26  On  the 
other  hand,  a  rigid  fee  structure  could  encourage  firms  to  increase 
production  and  emissions  by  too  much. 

In  many  cases,  fees  could  be  related  fairly  well  to  emissions  even 
without  direct  monitoring.  For  automobiles  one  approach  would  be  to 
impose  a  tax  based  on  tests  made  at  the  annual  registration  renewal  or 
safety  inspection.27  Car  owners  should  be  allowed  to  reduce  the  tax  by 
installing  new  equipment  or  by  maintenance  efforts  to  reduce  pollu- 
tion. The  effect  would  be  to  encourage  the  purchase  of  cleaner  cars,  the 
retrofitting  of  some  types  of  pollution  control  equipment,  and  proper 
maintenance. 

Finally,  subsidies  may  also  play  a  useful  rolo  in  pollution  abate- 
ment. Firms  might  be  paid  a  per  unit  subsidy  for  each  unit  reduction 


=<  Tbid. 

23  A  pollution  ricrhts  annroach  can  solve  this  automatically. 

""Pollution  rights  could  have  the  same  effect. 

27  See  Mills  and  White,  op.  cit.,  pp.  50-59. 
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below  some  level.  If  the  subsidy  were,  for  example,  $10.  per  pound  of 
sulfur,  discharging  sulfur  would  then  have  a  cost  to  the  firm  of  $10 
per  pound.  This  "opportunity  cost"  of  using  the  environment  to  dis- 
pose of  sulfur  is  the  same  as  if  the  government  levied  a  $10  per 
pound  effluent  charge.  For  an  individual  firm  and  in  the  short  run 
the  effects  would  be  the  same — abatement  up  to  the  point  where  the 
cost  of  using  the  environment  (here  the  foregone  subsidy) equaled 
the  incremental  cost  of  abatement.  Documenting  reductions  in  emis- 
sions would  probably  be  more  difficult  than  estimating  the  level  of 
emissions.  Firms  might  enter  or  build  new  plants  in  part  to  gain  ac- 
cess to  the  subsidy.  This  could  occur  unless  the  subsidy  were  limited 
to  the  existing  operations  of  present  firms.  Conceivably  equity  might 
justify  this  solution  for  some  existing  pollution  sources.  Their  relative 
income  positions  would  not  suffer  as  they  might  with  a  tightening  of 
standards  or  the  imposition  of  fees.  Subsidizing  pollution  reductions 
would  preserve  a  profit  incentive  for  continuous  reduction  in  emis- 
sions. But  if  given  at  all.  such  subsidies  should  be  strictly  limited  to  the 
present  operations  of  existing  sources.28  Tax  credits  for  purchase  of 
pollution  control  equipment  or  subsidies  to  particular  types  of  control 
activities  may,  as  previously  discussed,  unduly  restrict  the  range  of 
alternatives,  by  focusing  efforts  on  particular  methods  of  remedy,  and 
will  tend  unduly  to  encourage  the  subsidized  activity  at  the  expense 
of  other  possibly  less  costly  or  more  effective  options. 

O.  Combined  Standards — Incentives  Systems 

Fees  and  standards  are  not  mutually  exclusive  and  can  be  combined 
in  an  effective  manner:  fees  would  provide  incentives  for  compliance 
and  efficiency,  with  standards  serving  as  objectives  or  as  maximum 
tolerable  levels.  The  two  instruments  would  thus  be  mutually  reinforc- 
ing. However  imposing  uniform  standards  on  all  firms  may  not  be  as 
cost  effective  as  a  fee  approach.  One  possibility  would  be  to  set  stand- 
ards for  each  class  of  source  and  each  pollutant,  and  then  impose  a 
per  unit  fee  for  emissions  exceeding  standards.29  The  fees,  which  could 
be  considered  as  a  "penalty'',  would  differ  from  the  delayed  compliance 
penalties  discussed  above  in  being  purely  automatic  and  independ- 
ent of  any  schedule  for  "ultimate  compliance".  If  attainment  of  the 
standard  were  viewed  as  particularly  important  for  "threshold"  or 
other  reasons,  the  charge  could  increase  as  emissions  rose  beyond  the 
standards.30 

This  is  a  standards  approach  with  "pressure  valves".  In  other  words, 
if  anti-pollution  costs  turn  out  to  be  higher  than  expected,  firms  could, 
in  lieu  of  abatement,  pay  the  penalty.  Grave  potential  harm  from 
exceeding  established  limits  could  be  reflected  in  suitably  higher  Pen- 
alty charges  and  thus  risk  would  be  reduced.  Under  such  a  combined 
system  total  fee  collections  would  be  smaller  than  with  a  pure  fee.  so 
there  would  be  fewer  complex  questions  of  offsetting  adjustments  in 
taxes  or  expenditures.  In  addition,  eaeh  source  would  be  given  "free" 
use  of  the  environment,  even  if  the  abatement  costs  of  reaching  the 


«  Sof  "The  Polluter  Pays  Principle*"  op.  clt..  pp.  44-40. 

■Spence  and  Weltzman.  op.   clt.   As  noted  below,  the  Corman   Democratic  Hemiblic  has; 
ini'<l"TncMt«'»i  such  a  system. 
■•Ibid. 
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standard  were  very  low.  Contrary  to  a  pure  fee  system,  some  very 
inexpensive  abatement  possibilities  may  be  lost. 

Penalty-supplemented  standards  do  provide  an  incentive  for  volun- 
tary compliance.  The  government  monitoring  burden  is  therefore  not 

as  great  as  it  would  be  under  a  pure  standards  approach.  Increasing 
penalty  fees  could  also  provide  some  incentive-  for  research  and  devel- 
opment to  reduce  abatement  costs.  A  flat  effluent  charge  provides  no 

extraordinary  incentive  to  develop  methods  to  reduce  the  risks  of  high 
pollution  levels.  However,  a  combined  standard  penalty  approach 
may  be  less  effective  than  a  pure  fee  system,  ^ince  high  abatement  cost 
sources  will  discharge  somewhat  more  than  the  standard  alloAvs.  But 
low  cost  abaters  will  have  no  incentive  to  pollute  less  than  the  standard 
allows.  So  for  any  penalty  level,  there  will  be  more  pollution  than 
under  a  pure  fee  approach.31 

P.  Examples  of  Economic  Incentives  for  Pollution  Control 

Although  not  the  key  instrument  of  control  in  any  country,  economic 
incentives  are  used  in  many  nations  in  conjunction  with  the  more  tradi- 
tional administrative  mechanisms  of  standards  and  enforcement.32  A 
number  of  European  countries  levy  changes  on  some  air  and  water 
pollutants.  While  these  are  generally  designed  as  user  charges  intended 
to  defray  the  costs  of  control  facilities,  they  do  provide  some  incentives 
for  abatement.33 

Beginning  in  1970  East  Germany  imposed  charges  on  water  pollu- 
tants in  excess  of  limits  allowed  by  discharge  permits:  in  1973  such 
charges  were  extended  to  air  pollution.34  Hungary  has  been  imposing 
a  variety  of  effluent  fees  since  1961,  and  in  1966  Czechoslovakia  began 
charging  "indemnities"  for  insufficiently  treated  waste  water.35 

In  France,  water  pollution  charges  are  based  both  on  the  weight  of 
pollutants  discharged  and  on  measures  of  their  toxicity.36  While  the 
charges  are  set  well  below  the  costs  of  municipal  treatment  plants, 
they  do  provide  incentives  for  polluters  to  use  low  cost  methods  of 
abatement.37  In  the  Netherlands  water  pollution  fees  are  based  on  the 
nitrogen  content  of  discharges  as  well  as  on  biological  oxygen  demand, 
and  some  regional  authorities  levy  charges  on  toxic  substances.38  As 
in  France  they  are  designed  to  cover  the  costs  of  treatment  plants, 
but  the  higher  rates  may  provide  stronger  incentives,  as  do  the 
charges  in  some  areas  of  Canada.39 

In  West  Germany,  water  pollution  charge  systems  have  been  ad- 
ministered by  public  water  management  and  pollution  control  cor- 
porations to  which  all  sources  must  belong.40  Under  a  new  law  of  197o, 
which  supplements  the  previous  permit-and-enforcement  system, 
uniform  fees  have  been  set  throughout  the  country,  and  payments  are 


31  Clark,  op.  cit..  pp.  10-11. 

;iJ  Organization  for  Economic  Cooperation  and  Development,  "Pollution  Charges — An 
Assessment."  Paris.  1976.  pp.  6-7  (hereinafter  cited  as  "'Pollution  Charges." 

a  As  discussed  ahove.  charges  designed  to  defray  facilities  costs  may  not  provide  ideal 
incentives,  but  the  effects  are  clearly  in  the  right  direction. 

34  "Economic  Disincentives  for  Pollution  Control,"  op.  cit.,  p.  111. 

33  Ibid.,  p.  113. 

36  "Pollution  Charges,"  op.  cit.,  pp.  16-17. 

3~  Ibid.,  pp.  21-25. 

s*  Ibid.,  p.  18. 

39  Ibid.,  pp.  18-20. 

40  "Economic  Disincentives,"  op.  cit.,  p.  116. 
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required  of  all  dischargers,  no  matter  how  small  their  pollution.41 
The  choice  of  control  technology  is  left  entirely  up  to  the  polluter, 
and  stated  purposes  include  providing  incentives  to  develop  low-dis- 
charge technologies  and  increasing  efficiency.42 

Air  pollution  charges  are  much  less  common,  relating  only  to  sul- 
phur dioxide  in  Norway  and  the  Netherlands.43  In  both  countries  the 
tax  is  levied  on  the  sulfur  content  of  fuels,  and  abatement  would  occur 
as  firms  switched  to  fuels  of  lower  surfur  content.  The  OECD  has  re- 
ported that  in  Norway,  at  least  the  relatively  low  rates  set  have  not  in- 
duced substantial  fuel  switching.44 

Overall,  then,  it  is  clear  that  pollution  fees  or  charges  are  used  in 
a  number  of  European  countries.  While  they  have  been  proposed  for 
the  United  States,  no  such  charge  has  been  implemented  at  the  Federal 
level. 

When  the  bill  which  was  to  become  the  Federal  Water  Pollution 
Control  Act  Amendments  of  1972 45  was  first  considered,  Senator 
Proxmire  proposed  amendments  which  would  have  added  a  national 
system  of  effluent  charges.46  Such  charges  were  strongly  opposed  on 
the  ground  that  they  would  constitute  licenses  to  pollute.47 

Arguments  were  also  advanced  that  the  fees  did  not  conform  with 
the  constitutional  requirements  for  taxes,  including  uniformity  and 
a  clear  basis  for  assessment.  Additional  concerns  were  expressed  that, 
since  abatement  costs  were  uncertain,  the  effect  of  charges  could  not  be 
adequately  predicted  and  that,  insuring  revenue  flow  should  not  be- 
come a  motive  force  behind  charges  which,  if  effective,  would  yield 
continually  decreasing  revenues.48  A  number  of  other  arguments  were 
offered  in  opposition,  and  the  Proxmire  amendments  were  rejected  in 
Committee.49 

On  March  29, 1972,  then  Representative  Heinz  introduced  an  amend- 
ment virtually  identical  to  that  profferred  by  Senator  Proxmire.5* 
Representative  Heinz  stated  the  by  now  familiar  efficiency-effective- 
ness arguments  in  favor  of  charges,,  and  added  the  possibility  that  the 
technology  so  generated  would  reduce  unemployment.  The  opposition 
argued  that  several  purposes  or  effects  of  the  charges — notably  rev- 
enue raising,  regulation  of  business  behavior,  and  encouragement  of 
the  sale  of  different  produce  mixes — were  outside  the  proper  and  law- 
ful scope  of  pollution  control.51  While  Heinz  attempted  to  obviate  some 
of  those  points  by  relabeling  the  charges  "user  fees",  the  Chair  ruled 
unfavorably  and  the  amendments  were  neither  further  considered  nor 
voted  upon.52 

However  over  80  percent  of  sulfur  dioxide  emissions  in  this  country 
are  from  fuel  use,53  so  taxes  on  the  sulfur  content  of  fuels  have  sub- 
stantial potential  for  reducing  air  pollution.  While  such  taxes  have 

41  Knoose  and  Schultze,  op.  cit.,  pp.  109-110. 

43  Ibid. 

43  "Pollntion  Charges,"  op.  cit.,  p.  33. 

««  [bid.,  p.  43. 

«86  Stat.  sir,. 

""Economic  Disincentives,"  op.  cit.,  pp.  G1-G2. 

«  n  id! 

*■'  Ibid.,  p.  r,r>. 

1  UK.  11898,  BS  discussed  in  ibid. 
r-i  Ibid.,  p.  86. 

[bid. 
%:  Kneese  and  Schultze,  op.  cit.,  p.  09. 
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been  proposed  on  several  occasions,  none  has  been  implemented.  In 
1972,  the  Nixon  administration  proposed,  as  an  amendment  to  the 
Clean  Air  Act,  a  national  tax  per  pound  on  sulfur  emissions,"  set  low 
initially  but  increasing  rapidly  over  a  period  of  five  years.  Registered 
fuel  buyers  with  monitoring  equipment  would  have  been  charged  on 
the  basis  of  actual  emissions,  as  would  industrial  nonfuel  source  of 
sulfur  emissions.55  Under  this  proposal,  states  could  hav  levied  similar 
taxes  in  addition  to  the  federal  charge.  Taxes  were  to  be  higher  in 
more  polluted  areas  to  provide  greater  incentives  there  and  to  en- 
courage a  more  even  distribution  of  air  quality  throughout  the  country. 
The  1972  proposal  died  in  the  House  Ways  and  Means  Committee.  A 
1973  version  (which  would  have  instituted  a  uniform  national  charge, 
to  take  in  effect  in  1976,  of  20  cents  per  pound  of  sulfur  emitted  in 
regions  not  meeting  primary  standards  under  the  Clean  Air  Act)50 
was  never  introduced.  In  1972  Senator  Proxmire  and  Representative 
Aspin  introduced  a  proposal  for  a  tax  on  the  sulfur  content  of  fuel, 
beginning  at  5  cents  per  pound  and  rising  to  20  cents  by  107 1 .7 

These  sulfur  tax  proposals  died  in  the  House  Ways  and  Means  Com- 
mittee, which  never  held  hearings  on  them.  All  industrial  groups  and 
many  environmentalists  were  opposed,  and  it  was  alleged  that  Repre- 
sentative Mills,  the  Committee  chairman,  opposed  any  use  of  the  tax 
system  to  alleviate  pollution.58  The  original  Nixon  Administration 
proposal  was  opposed  by  the  Commerce  Department  which  argued 
that  it  would  fall  most  heavily  on  a  few  industries.59  The  copper  indus- 
try was  particularly  adamant  in  opposition,  arguing  that  there  was 
no  rationale  for  a  tax  in  areas  meeting  air  quality  standards.80  This  of 
course  assumes  that  there  is  no  damage  from  pollution  in  areas  meet- 
ing the  standards  and  ignores  the  importance  of  continuous  incentives 
for  abatement.  To  date,  no  sulfur  emissions  tax  proposal  has  been 
adopted. 

Other  pollution-related  tax  or  charge  proposals  have  had  similar 
fates.  In  1970  a  tax  of  $4.25  per  pound  of  lead  additives  was  proposed 
by  the  Xixon  Administration  to  encourage  the  construction  of  suffi- 
cient no-lead  gasoline  capacity  to  support  the  catalytic  converter-based 
automobile  pollution  control  strategy.61  Such  a  tax  would  also  discour- 
age the  use  of  leaded  gasoline,  thereby  reducing  high  concentrations 
of  lead  in  the  air.02  This  was  a  subsidiary  purpose,  but  the  EPA  has 
since  determined  that  lead  is  a  significant  pollutant  and  set  standards 
for  ambient  concentration.63  This  proposal  was  supported  by  only 
one  environmental  group,  was  opposed  by  the  AFL-CIO  as  a  license 
to  pollute,  and  faced  the  expected  opposition  from  the  oil  and  lead 
industries.64  A  variety  of  arguments  including  existing  industry  move- 


54  Ibid.  See  also  Council  on  Environmental  Quality.  "The  President's  1072  Environmental 
Program."  p.  44. 

55  "Economic  Disincentives,"  op.  cit.,  pp.  128-129. 

56  Ibid.,  p.  131. 

57  The  Proxmire  bill  was  S.  3057.  See  118  Congressional  Record.  S.  270  (Jan.  24.  1072)  ; 
sep  also  il'id. 

^Ibiri.,  p.  ipo 

59  Ibid.,  p.  128. 

60  Ibid. 

61  Tbid.,  p.  136. 
63  Tbid. 

63Il)if). 

«  Ibid.,  p.  137. 
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ment  to  build  the  needed  capacity,  and  inflationary  impact  led  the 
House  Ways  and  Means  Committee  not  to  approve  the  proposal.65 

Parking  surcharges  have  been  one  of  the  most  controversial  pro- 
posals for  economic  incentives  for  pollution  reduction.  Such  sur- 
charges— special  taxes  imposed  on  parking  during  peak  hours  in  urban 
areas — were  one  elements  of  the  "transportation  control  plans"  which 
the  Clean  Air  Act  authorizes  EPA  to  promulgate  if  necessary  to  meet 
ambient  air  quality  standards.66  EPA  viewed  the  surcharges  as  a 
strong  disincentive  to  individual  car  use  in  urban  areas,67  and  so  a  force 
for  increased  use  of  carpooling  and  mass  transit,  and,  hence,  less  auto- 
motive pollution.  To  significantly  reduce  automobile  use,  such  charges 
might  have  to  be  very  substantial  indeed,  since  most  drivers  are  very 
much  accustomed  to  the  convenience  of  individual  auto  use  as  con- 
trasted with  carpooling  or  mass  transit.  In  that  choice,  existing  transit 
fares  or  the  direct  monetary  costs  of  auto  use  play  a  relatively  small 
role.08  EPA  proposed  surcharges  were  in  fact  substantial:  $5.00  per 
day  in  Boston  69  and  $1.00  per  day  in  major  Texas  urban  areas,  rising 
to  $2.50  in  1975.70 

Parking  surcharges  encountered  substantial  opposition  in  Congress ; 
EPA's  authority  in  that  regard  was  questioned,  and  they  were  criti- 
cized as  regressive  and  harmful  to  downtown  businesses.71  The  House 
Committee  on  Interstate  and  Foreign  Commerce  reported  a  bill  for- 
bidding EPA  from  imposing  surcharges  without  Congressional  ap- 
proval,72 and  EPA  subsequently  withdrew  its  surcharge  proposals  in 
early  1974.73  Language  prohibiting  parking  surcharges  was  incor- 
porated into  the  Energy  Supply  and  Environmental  Coordination 
Act.74  which  was  signed  into  law  on  June  22, 1974. 

Overall,  the  Congressional  reaction  to  charges  on  water  pollution, 
sulfur  emissions  and  lead  additives  as  well  as  to  parking  surcharges  in- 
dicate that  there  is  strong  opposition  to  all  such  visible  charges.  There 
is  also  substantial  opposition  to  any  measure  which  may  have  a  large 
financial  impact  on  particular  industries.  This  may  indicate  that  pres- 
ent standards-enforcement  methods  of  control  are  not  effective,  for  if 
they  were,  industry  would  presumably  be  bearing  significant  abate- 
ment costs.  Or,  it  may  reflect  fears  that  fees  will  be  set  unduly  high 
and  made  improperly  rigid.  As  discussed  at  length  above,  there  ap- 
pears to  be  every  reason  to  believe  that  properly  set  charges  could  sub- 
stantially reduce  the  total  cost  to  society  of  improving  environmental 
quality.  It  is  therefore  perhaps  ironic  that  fee  proposals  have  met  such 
unhappy  fates  in  Congress.75 


*  Tbid. 

MTbe  relevant  legislation  Is  Section  110(c)  (2)  of  the  Act.  See  Tbid..  p.  139. 
97  Tno  rationale  was  discussed  hy  EPA  at  38  FR  30029  (Nor.  ft,  197.?) 

"For    evidence    on    this    point   see    Thomas   A.    Domencich    and    Gerald    Kraft,    "Free 
Transit."  Lexington,  Mass.:  Health-Lexington  Books),   1970,  pp.   52-5S. 
«38FR  17H97  (Julv  2.  1973). 

70  38  FR  30051   (Nov.  0.  1973). 

71  "Economic  Disincentives,"  op.  cit.,  p.  144. 
73  Tbid. 

78  39  FR  1848  (Tan.  10,  1974). 

7*  Public  La-w  93-319. 

'"'Note  that  a  number  of  states  have  experimented  with  cbarcre  or  incentive  mechanisms 
for  particular  problems.  These  include  water  pollution  charges  in  Vermont  surveillance 
pharsrea  In  Michigan,  and  bottle  return  charges  and  laws  in  Vermont  and  Oregon.  See 
"Economic  Disincentives,"  op.  cit.,  pp.  85-108  ;  136-232 
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Q.  Marketap.le  Effluent  or  Pollution  Rights 

As  previously  discussed,  a  major  cause  of  pollution  problems  is  over- 
use of  environmental  resources.  Common  ownership  of  the  air,  water 
and  environment  encourages  that  consumption.  That  trend  could  be 
reversed  by  establishing  property  rights  in  those  resources.  Such  act  ion 
would  limit  use,  something  which  standards  attempt  to  accomplish. 
But,  as  previously  observed,  a  standards-enforcement  approach  is 
deficient,  supplying  few  automatic  incentives  either  for  abatement  or 
technical  innovation.  Fees  can  provide  these  incentives,  even  though 
pollution  levels  may  not  be  as  certain.  One  approach  to  that  problem  is 
a  system  of  marketable  or  exchangeable  "pollution  rights",  which 
combines  incentives  for  cost  effective,  continuous  abatement  and  tech- 
nical progress  with  relative  certainty  about  pollution  levels.70 

1.  Efficiency  effects  of  a  marketable  rights  system 

Under  this  approach,  the  Federal  government  could  determine,  con- 
sidering environmental  quality  goals  and  abatement  cost,  the  per- 
missable  level  of  any  pollutant.  Rights  to  utilize  the  environment 
could  be  sold  at  competitive  auctions,  or  they  could,  in  part  be  granted 
to  existing  sources.  If  the  pollution  in  an  area  exceeded  the  desired 
levels,  the  number  of  rights  could  be  decreased  accordingly  over  time. 

In  contrast,  the  present  regulatory  approach  in  effect  gives  away 
rights  to  pollute  by  setting  standards  which  define  alloAvable  emis- 
sions.77 In  some  cases  the  "rights"  are  not  fully  without  cost,  since 
firms  must  utilize  certain  technologies  for  their  discharges  to  be 
"legal."  Yet  if  technological  and  other  standards  are  met,  the  firm  uses 
the  environment  "free",  albeit  to  an  extent  constrained  by  regulation. 
Thus,  there  is  no  incentive  to  reduce  use  below  levels  established  by 
standards. 

There  is  little  gain  for  firms  in  profits  or  other  benefits  by  further 
reducing  pollution.  However,  if  rights  to  pollute  were  exchangeable 
among  firms,  and  those  rights  required  lower  total  pollution  levels,  then 
environmental  resources  would  be  scarce  and  rights  to  pollute  would  be 
valuable  assets.  A  firm  that  wanted  to  increase  its  use  of  the  environ- 
ment, could  do  so  only  by  acquiring  rights  from  others.  High  abate- 
ment cost  sources  would  be  willing  to  pay  more  for  rights,  because  such 
acquisition  would  reduce  abatement  costs.  Yet  use  of  the  rights  would 
necessarily  mean  less  potential  revenues  from  the  sale  (or  lease)  of 
those  valuable  privileges.  Thus,  existing  sources  would  have  incentives 
to  economize  on  the  use  of  the  environment.  Low  abatement  cost 
sources  would  tend  to  sell  off  existing  grants  of  rights,  even  if  they 
were  initially  granted  at  no  charge,  and  instead  abate.  Such  sources 
would  opt  for  abatement  rather  than  purchase  valuable  rights  from 
sources  which  could,  by  their  use,  avoid  incurring  higher  abatement 
costs.  The  result  would  be  that  the  price  of  a  unit  right  would  be  driven 
up  to  the  incremental  cost  of  abatement.  This  price  and  hence  the  incre- 


78  The  leading  discussion  including  analysis  of  problems  of  managing  a  system  of  en- 
vironmental rights  in  E.  IT.  Dales.  "Pollution.  Property  and  Prices"  (Toronto  :  Univer- 
sity of  Toronto  Press,  1968)  See  also  E.  J.  Mishaw  "Technology  and  Growth,  The  Price 
We  Pay"  (New  York  :  Praeger  Publishers,  Inc.,  1969)  especially  Chapter  5,  "Property 
Rights  and  Amenity  Rights",  pp.  36-42. 

77  Ruff,  op.  cit. 
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mental  cost  of  abatement  would  be  the  same  for  all  sources,  and,  hence 
abatement  would  be  cost-effective.  If  the  total  quantity  of  rights  is  cor- 
rect, in  the  sense  that  the  emission  standards  they  implement  reflect  a 
proper  balance  between  benefits  from  improved  environmental  quality 
and  the  cost  of  achieving  those  benefits,  the  result  will  be  "socially  effi- 
cient." Even  if  the  overall  level  or  regional  allocation  of  rights  is  not 
socially  correct,  competitive  rights  auctions  or  markets  will  produce 
the  desired  amount  of  abatement  at  minimum  cost.  The  government 
still  must  decide  on  the  desirable  level  of  emissions. 

Many  of  the  effects  of  such  a  system  would  be  similar  to  those  of  a 
system  of  fees  or  taxes.  Both  fees  and  rights  provide  incentives  for 
sources  continually  to  weigh  the  use  of  the  environment  against  other 
alternatives  such  as  product  and  process  changes.  In  addition,  those 
using  the  environmental  resources  pay  for  them,  either  directly  or 
in  the  sense  of  income  foregone  because  of  the  use  of  rights. 

Rights  could  specify  allowable  discharges  at  various  times  to  ac- 
count for  changing  condition.78  For  example,  a  utility  might  acquire 
rights  to  emit  a  greater  number  of  tons  of  sulphur  during  its  summer 
peak  period  than  in  the  winter,  while  the  winter  rights  might  be 
bought  by  a  steel  company  which  would  then  have  an  incentive  to  pro- 
duce more  during  that  season,  perhaps  increasing  its  inventories  to 
meet  summer  demands.  The  result  could  be  a  more  even  and  efficient 
pattern  of  demand  for  environmental  resources.  Further  if  discharges 
are  more  harmful  in  one  area  than  another,  rights  could  specif v  the 
ratios  at  which  they  would  be  transferred.79  Communities  which  de- 
sired air  or  water  cleaner  than  the  usual  standards  could  use  tax 
revenues  to  purchase  pollution  rights,  and  then  simply  not  use  them. 
Alternatively,  federal  law  might  give  states  or  localities  the  power  to 
"condemn"  certain  pollution  rights  or  exercise  the  power  of  eminent 
domain. 

2.  Relative  merits  of  rights,  standards,  and  fees 

The  rights  approach  does  maintain  control  and  predictability  which 
are  often  cited  as  advantages  of  standard-enforcement  approaches.80 
Therefore,  this  approach  is  most  appropriate  where  predictability  is 
considered  very  important — for  example,  where  the  potential  harm 
from  pollution  is  great,  and  where  incremental  costs  of  abatement  are 
moderate  and  not  subject  to  rapid  increases  with  the  degree  of  abate- 
ment.81 Thus,  they  may  be  appropriate  for  some  hazardous  pollutants 
or  for  areas  where  irreversible  damage  might  occur  were  pollution 
to  exceed  some  threshold.  Since  abatement  costs  appear  to  rise  sharply 
in  relationship  to  abatement,  and  threshold  pollution  levels  often  do 
not  exist,  fees  may  be  a  generally  preferable  method  of  improving 
environmental  quality.  Determining  rights  quotas  without  precise 
knowledge  of  abatement  possibilities  could,  just  as  with  the  standard- 
enforcement  approach,  impose  very  large  costs. 

However,  if  a  limit  on  the  total  amount  of  pollution  is  desired  or 
necessary — whether  for  reasons  of  health  and  welfare  or  because  clear 
goals  are  politically  preferable — the  rights  approach  has  desirable 

w  Buff,  op.  cit. 
■■■•  [bid. 
"  rbld. 

81  Ibid. 
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characteristics.  If  markets  for  pollution  rights  operate  competitively, 
abatement  will  tend  to  be  cost-effective.  Abatement  (or  "compliance") 
incentives  will  be  largely  automatic,  provided  that  discharges  are 
monitored.  Sources  faced  with  unexpected  problems,  such  as  slow 
development  of  abatement  technology  or  unusually  high  product  de- 
mand, have  access  to  a  safety  valve  not  present  in  the  standard-en- 
forcement system  :  they  can  lease  or  purchase  rights  from  other  parties. 
With  careful  enforcement  total  discharges  will  be  constrained  but  the 
regulatory  authority  will  be  able  to  be  less  concerned  with  the  dis- 
charges of  any  individual  source. 

A  rights  approach  would  be  dependent  on  monitoring  similar  to 
that  required  for  standard  and  fee  systems.  Yet  the  problem  in  that 
regard  may  be  greater  than  with  fee  systems.  In  order  to  work,  a 
rights  approach  must  have  effective  sanctions  for  firms  exceeding 
discharge  levels  permitted  by  their  rights.  As  with  standards,  a  small 
variance  in  discharge  estimates  can  lead  to  large  differences  in  fines  or 
expenditures.82  This  could  lead  to  controversy  over  monitoring  and 
estimation.  Under  a  fee  system,  slight  monitoring  errors  need  not  lead 
to  large  differences  in  payments  or  inferences  of  illegal  behavior. 

Enforcement  need  not  rely  exclusively  on  direct  monitoring.  Firms 
could  be  required  to  report  pollution  rights  in  various  geographical 
areas.  Mult  ipl  ant  firms  would  have  to  submit  output  and  rights  state- 
ments on  a  plant  or  area  basis.  Discharge  estimates  using  industry 
averages  could  be  used  to  check  the  adequacy  of  a  plant's  rights,  with 
monitoring  undertaken  in  questionable  cases.  Municipalities,  states, 
and  other  governmental  units  could  submit  similar  forms.  Violation 
of  rights  requirements  could  be  subject  to  substantial  penalties;  and, 
in  order  to  reduce  controversies  over  monitoring,  grace  periods  could 
be  allowed  for  compliance,  or  charges  could  be  levied  for  temporarily 
or  modestly  exceeding  the  emissions  allowed  by  rights.  Violators  could 
also  be  allowed  to  demonstrate  "good  faith"  by  contracting  for  the 
purchase  of  rights  from  others. 

The  rights  system  has  several,  additional  desirable  effects.  In  areas 
where  abatement  costs  were  very  high,  rights  would  have  a  very  high 
value,  automatically  making  pollution  expensive.  Small  rights  alloca- 
tions could  preserve  the  aesthetics  of  certain  areas,  while  allowing 
essential  activities  to  continue. 

3.  Problems  in  implementing  rights  systems 

Rights  prices  could  provide  unbiased  estimates  of  compliance  costs 
and  be  used  to  guide  government  policy,  especially  to  determine  if  the 
costs  of  achieving  environmental  goals  are  acceptable  or  sufficiently 
low  to  suggest  more  ambitious  goals.  For  this  to  work  well,  the  mar- 
ket for  rights  must  be  effectively  competitive,  and  there  may  be  prob- 
lems in  that  regard.  For  example,  if  only  one  major  sulphur  dioxide 
source  existed  in  a  region,  it  could  have  an  incentive  to  bid  low  for 
rights,  thus  understating  its  abatement  costs.  That  could  be  countered, 
however,  by  setting  minimum  prices  based  on  estimated  abatement 
costs  in  areas  where  there  were  few  bidders.  But  such  minimums  should 
be  subject  to  revision  if  technological  progress  reduces  abatement  costs. 
Another  strategy  would  be  to  reduce  the  number  of  saleable  rights 

83  Ibid. 
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if  the  price  fell  significantly  below  estimates  of  abatement  costs.  This 
would  cause  sources  to  hesitate  before  underbidding  lest  they  be  faced, 
in  effect,  with  more  stringent  standards  in  the  future.  Antitrust  moni- 
toring of  rights  markets  would  also  be  useful  to  prevent  large  existing 
sources  from  preempting  the  supply  of  rights  to  deter  future  entry 
and  competition. 

With  a  fixed  number  of  rights,  economic  growth  would  automati- 
cally increase  incentive  to  debate.83  The  value  of  rights  would  rise,  thus 
increasing  the  incentive  to  avoid  use  of  the  environment.  This  might 
seem  to  impose  overly  great  burdens  on  developing  regions.  But  if 
avoiding  threshold  levels  of  pollution  is  important,  this  result  is  ap- 
propriate and  rights  only  make  this  tradeoff  explicit. 

4.  Distributional  effects  of  rights  systems 

Rights  systems  have  complex  equity  effects.  Ruff  notes  that  rights 
as  well  as  fees  force  pollutors  to  "pay"  for  environmental  damages  r 

When  markets  are  used  to  allocate  the  valuable  "right  to  pollute,''  there  is  a 
real  sense  in  which  everybody  is  treated  equitably :  everybody  has  access  to  the 
market  on  equal  terms  and  pays  the  same  price  for  inflicting  approximately  the 
same  damage  on  society.  Those  who  use  more  of  the  resource  pay  more  for  the 
privilege,  those  who  spend  money  to  reduce  their  use  of  the  resource  pay  less. 
The  economic  value  of  environmental  resources  can  be  captured  by  the  larger 
society  which  presumably  owns  them,  and  need  not  be  given  away  to  particular 
individuals  simply  because  they  have  a  good  technical  and  economic  reasons  for 
using  the  resources.84 

However,  there  may  be  transitional  problems  in  a  rights  approach 
just  as  with  a  move  to  a  fee  system.  Changes  would  occur  in  relative 
prices,  which  could  cause  bankruptcies.  Some  firms  may  have  chosen 
locations  on  the  assumption  of  free  environmental  use.  Also  while  well- 
to-do  municipaliities  might  be  able  to  buy  up  rights  and  preserve  a 
cleaner  environment  for  their  own  citizens,  poor  communities  would 
not  necessarily  have  this  option.  This  problem  could  be  lessened  by 
granting  all  municipalities  significant  quotas  of  rights  without  charge. 
Industry  would  purchase  rights,  so  industrial  areas  might  have  higher 
pollution  levels.  This  makes  economic  sense:  in  these  areas  lowering 
pollution  would  be  costly,  and  might  decrease  production  or  increase 
unemployment.  Presumably  this  problem  could  be  solved  (though  per- 
haps it  should  not)  by  appropriately  defining  the  areas  in  which  rights 
could  be  used  and  by  proper  setting  of  standards. 

The  government  would  be  under  great  pressure  to  nfive  away  the 
rights,  as  occurred  with  oil  import  quotas,  ICC  certificates  of  con- 
venience and  necessity,  radio  frequency  allocations, 'and  airline  routes. 
This  has  some  justification  in  "compensating"  or  shielding  firms  who 
had  made  good  faith  investment  decisions  based  on  assumptions  of 
free  disposal,  but  rights  might  not  be  initially  allocated  to  their 
highest  value  uses,  although  it  tends  to  ultimately  occur.  Subject  to 
some  geographic  constraints,  efficiency  requires  that  rights  be  freely 
transferable.  Tn  addition,  to  prevent  the  development  of  vested  inter- 
ests, freely  granted  rights  should  be  for  limited  periods  of  time.  This 


»•  Assuming  no  technical  progress  in  abatement. 
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'would  serve  efficiency  by  exposing  polluters  to  an  explicit  market  test 
'(as  would  a  fee  system)  and  by  requiring  holders  fuequently  to  deter- 
mine that  environmental  use  was  preferable  to  abatement. 

5.  Overall  merits  of  rights  systems 
If  the  goal  is  not  so  much  to  maintain  uniform  standards  as  to 

minimize  compliance  costs,  rights  might  be  bid  from  Low  to  high  cost 
areas.  Rights  and  fee  approaches  could  be  combined.  Moderate  fees 
could  be  used  to  move  discharges  in  the  right  direction  and  put  dis- 
chargers on  notice  to  look  for  ways  to  limit  pollution.  As  knowledge 
fwas  gained  about  abatement  costs  and  technologies,  ambient  quality 
I  standards  could  be  developed  and  regional  pollution  authorities  orga- 
nized. Eventually  these  authorities  would  implement  and  administer 
I  systems  of  rights  which  might  be  enforced  by  fees  as  discussed  above. 
Transition  to  rights  system  would  be  particularly  delicate  as  a  new 
market  must  be  created  where  there  was  none  before.  Thus,  as  dis- 
cussed below,  the  transition  should  probably  be  gradual,  supported 
'  by  government  provided  information  and  oversight. 

6.  An  infant  market  for  pollution  rights?  EPA's  "offset"  policy 

under  the  Clean  Air  Act 
Though  the  emission  or  effluent  rights  approach  may,  on  first  con- 

i  sideration,  appear  merely  to  be  an  academic  contrivance,  an  EPA 
Interpretative  Ruling  has  in  fact  instituted  many  of  its  features/5 

•  This  ruling,  now  in  effect,  treated  the  question  of  ".  .  .  whether  and 
to  what  extent  national  air  quality  standards  established  under  the 
Clean  Air  Act  may  restrict  or  prohibit  growth  of  major  new  or 
expanded  stationary  air  pollution  sources."  86  The  problem  addressed 
by  the  ruling  is  quite  real,  for,  under  the  Clean  Air  Act  plans  for  all 
major  87  new  emission  sources  must  pass  a  "pre-construction  review." 
The  attainment  dates  for  the  National  Ambient  Air  Quality  Stand- 
ards (NAAQS)  had  passed  and  many  areas  had  not  yet  met  the 
standards.  Thus  the  Clean  Air  Act  could,  in  fact,  have  prohibited  new 
emission  sources  and,  hence,  industrial  growth  in  many  areas. 

Under  the  EPA  Ruling,  new  sources  could  be  constructed  and  oper- 
ated, in  areas  not  meeting  the  NAAQS,  only  if  "emission  offsets"  were 
arranged  to  meet  the  following  requirements:  (1)  Offsets  would  be 
on  a  greater  than  one-for-one  basis — e.g.,  to  be  allowed  to  discharge 
1500  tons  of  carbon  monoxide  a  new  source  might  have  to  arrange 
for  an  offset  (emission  reduction  by  another  source)  of  2200  tons; 
(2)  Offsets  would  have  to  be  used  or  lost,  and  thus  could  not  be 
"banked"  against  future  needs.88 

In  addition,  all  facilities  constructed  under  the  ruling  would  be 
required  to  use  "best  available  treatment  technology,"  and  states  would 
have  final  approval  authority  over  any  offsets  as  part  of  state  im- 
plementation plans. 


85  41  FR  55524. 

86  Tbid. 

87  Defined  as  sources  with  allowable  emission  rates  of  100  or  more  tons  per  year  of 
specified  emission  or  1.000  tons  of  carbon  monoxide.  41  FR  55525. 

88  It  might  appear  that  community  associations  or  others  desiring  to  simply  "purchase" 
clean  air  by  acquiring,  but  not  using,  emission  offsets  could  not  do  so.  This  Interpretation 
was  offered  by  the  Council  on  Wage  and  Price  Stability.  See  Council  on  Wage  and  Price 
Stability,  Comments,  Air  Quality  Standards  Interpretative  Ruling,  Mar.  3,  1977,  pp.  10-11. 
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The  EPA  ruling  in  effect,  set  up  the  basis  for  a  market,  albeit  a 
restricted  one,  in  air  pollution  rights.  For  example,  assume  that 
"Firm  A"  wishes  to  enter  a  region  not  meeting  the  standard  for  sulfur 
dioxide,  and  it  considered  the  potential  profits  from  entry  to  be  worth 
$10  million  per  year.  Suppose  also  that,  even  using  the  best  avail- 
able technology,  the  firm  would  have  to  discharge,  as  part  of  its  pro- 
duction. 5000  tons  of  sulfur  dioxide  per  year.  To  continue  the  example, 
"Firm  B"  in  the  same  quality  region  could  reduce  its  sulfur  dioxide 
emission  by  6000  tons  per  year  at  a  cost  of  less  than  $10  million  per 
year.  Then  it  would  pay  Firm  A  to  induce  Firm  B  to  "sell"  it  an 
offset.  Firm  A  would  then  pay  Firm  B  to  reduce  pollution.  Since 
Firm  B  will  only  grant  the  offset  if  it  is  profitable  to  do  so,  both  firms 
gain.  Therefore,  it  appears  that  economic  efficiency  should  increase.  If 
the  offset  is  granted,  a  scarce  resource — a  portion  of  the  absorptive 
"capacity"  of  the  air  in  the  region  as  defined  by  the  NAAQS — has  been 
transferred  to  a  more  highly  valued  use.  Industrial  or  community 
development  can  take  place  and,  because  of  the  more  than  one-for-one 
offset,  air  quality  improves. 

This  system  is  similar  to  a  market  in  effluent  rights.  Existing  sources 
which  meet  standards  acquire  (or  are  granted  by  EPA  and  the  States) 
property  in  their  current  use  of  the  atmosphere.  Continuing  to  pollute 
will  have  a  cost  to  present  sources  in  terms  of  the  payments  or  other 
inducements  which  they  will  forego  by  doing  so.  It  will  become  ex- 
pensive to  continue  to  pollute  the  atmosphere,  and  firms  will  have  an 
incentive  to  reduce  emission  below  their  present  levels.  This  contrasts 
with  the  simple  standards  approach  under  which  polluters  have  incen- 
tives to  reduce  emissions  to,  but  not  significantly  below,  the  maximum 
allowed.  As  expressed  b}^  the  Council  on  Wage  and  Price  Stabilitv. 
".  .  .  each  discharger  would  tend  to  consider  a  new  alternative:  will 
I  treat  additional  units  and  sell  the  generated  emission  rights  or  not 
treat  and  use  them?"  89  Since  a  goal  of  policy  is,  presumably,  to  allow 
maximum  economic  well-being  consistent  with  "clean"  air  or,  equiva- 
lently,  minimum  pollution  for  any  level  of  economic  activity,  it  appears 
entirely  correct  for  polluters  to  pose  this  question. 

The  EPA  ruling  does  not,  of  course,  create  a  market.  Rather,  it 
allows  one  to  develop.  It  is  not  fully  clear  how  potential  new  sources 
will  "shop"  for  emission  offsets.  Presumably  firms  with  existing 
operations  in  an  area  will  have  the  easiest  time  arranging  offsets,  as 
they  can  first  consider  adjusting  some  of  their  own  operations. 

7.  Exam/pie  of  exchanges  of  pollution  rights 

To  date,  a  true  private  market  does  not  appear  to  have  developed. 
And  such  a  market  will  surely  never  be  wholly  private.  A  number  of 
offsets  have  been  arranged  with  the  cooperation  of  state,  local  and 
federal  pollution  control  agencies.90  The  Boston  area  has  not  attained 
the  NAAQS  for  particulates.  Yet  a  new  energy  plant  is  being  planned 
for  a  major  medical  center  on  the  agreement  it  will  replace  seven 
older  units.  The  new  unit  is  expected  to  emit  over  41  percent  fewer 
pari  iculates  than  the  old  facilities.91  The  Pennsylvania  Department  of 


*»Tnid.,  p.  7. 

"°BPAf  "Offset  Policy  Success  Stories."  Office  of  Enforcement  Memorandum. 

61  Ibid. .  p.  2. 
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Environmental  Resources  was  able  to  arrange  for  the  state's  Depart- 
ment of  Transportation  to  reduce  its  use  of  liquid  bituminous  asphalt 
in  road  paving  and  surfacing.93  The  result  was  a  sufficient  expected 
decrease  in  hydrocarbon  emissions  to  allow  the  planned  New  Stanton, 
Pa.,  Volkswagen  plant  to  conduct  paint  spraying  operations,  thus 
allowing  plant  construction.  Of  course,  the  alternative  might  have 
been  slightly  higher  plant  costs.  Apparently  Pennsylvania  considered 
the  benefits  from  the  plant  (or  from  increased  certainty  of  its  con- 
struction and  operation)  to  exceed  the  costs  of  cutting  back  or  other- 
wise changing  road  paving  and  surfacing  operations.  Thus,  the  offset 
may  be  a  subsidy  to  the  plant. 

In  another  example  of  offset,  Kaiser  was  able  to  increase  the  num- 
ber of  basic  oxygen  furnaces  at  the  Fontana,  California  steel  mill  by 
closing  eight  noncomplying  open  hearth  furnaces.  And  in  Oklahoma 
City,  General  Motors  was  able  to  obtain  clearance  to  build  a  truck 
plant  by  agreeing  to  reduce  emissions  from  existing  facilities.93 

8.  Areas  in  which  the  offset  policy  could  be  improved 

Some  features  of  the  ruling  might  render  the  "market"  less  effec- 
tive than  it  might  possibly  be.  First,  the  requirement  of  greater  than 
one-for-one  offsets  could  unduly  deter  the  entry  of  new  sources  or  new 
economic  activities.  In  addition  it  means  that  existing  sources  will  face 
a  lower  incentive  to  clean  up  than  they  would  under  a  one-for-one 
offset,  and  new  sources  would  be  induced  to  engage  in  more  abatement 
than  they  would  under  a  one-for-one  offset  requirement.  Since  the 
clean-up  incentive  to  existing  sources  is  reduced,  total  emissions  might 
be  higher  than  they  would  with  less  stringent  requirements.  And,  since 
abatement  costs  rise  rapidly  as  abatement  is  increased.94  total  costs 
may  be  much  higher  than  they  need  be  to  attain  the  XAAQS,  because 
some  new  sources  may  be  driven  to  incur  much  larger  costs  than  would 
be  required  by  some  existing  sources. 

The  EPA  Interpretative  Ruling  did  not  specify  the  size  of  the 
"offset  ratio."  Possibly,  a  ratio  greater  than  one  was  set  so  the  ruling 
would  be  a  tool  to  improve,  not  simply  maintain  air  quality.  A  some- 
what greater  ratio  could  be  justified  to  restrict  the  demand  on  gov- 
ernmental resources  used  to  oversee  and  monitor  the  program.  But 
it  would  appear  more  efficient  to  cover  these  costs  by  levying  a 
monetary  fee  on  new  sources. 

The  ruling  also  requires  that  emission  offsets  be  used  immediately. 
But,  as  the  Council  on  Wage  and  Price  Stability  noted  ".  .  .if  buyers 
of  emissions  offsets  cannot  hold  them  for  future  use,  investment  in 
plants  for  future  expanded  output  might  rot  be  made."95  Finns  will 
not  be  able  to  acquire  rights  when  available  and  use  them  when  most 
economic.  Since  the  total  number  of  rights  outstanding  would,  if 
exercised  not  violate  the  NAAQS,  it  appears  that  such  "banking" 
could  yield  economic  benefits  while  causing  no  extra  environmental 
damage.  It  is  not  clear  what  purpose  was  to  be  served  by  effectively 
requiring  firms  to  generate  pollution  which  they  would  prefer  to  forego. 


02  Ibid.,  p.  3. 

93  Ibid.,  p.  5. 

94  See  Allen  V.  Kneese  and  Charlos  L.   Schultze,   "Pollution,  Prices,  and  Public  Policy" 
(Washington.  :  The  Brookinsrs  Institution.  1975),  pp.  10- 1!-'. 

93  Council  on  Wage  and  Price  Stability,  op.  cit,  p.  9. 
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The  ruling  also  required  that  facilities  constructed  under  the  offset 
policy  must  use  the  best  available  control  technology.  It  is  not  clear 
why  this  was  considered  necessary.  Under  the  offset  policy,  total 
emissions  must  be  decreased.  Requiring  any  particular  control  technol- 
ogy appears  to  lower  flexibility  and  increase  costs,  while  not  necessarily 
improving  environmental  quality.  Desired  reductions  in  pollution  can 
be  obtained  by  varying  the  requiring  offset ;  requiring  best  available 
technology  cannot  make  the  sources  involved  willing  to  incur  higher 
costs  or  agree  to  greater  emission  reductions  than  they  would  without 
the  requirement.  The  only  possible  gain  appears  to  be  a  greater  stand- 
ardization of  technology  and  some  increased  ease  monitoring  and 
enforcement.  It  is  debatable  whether  this  gain  is  worth  the  loss  oi* 
cost-effectiveness  in  abatement  that  results.  In  addition,  the  environ- 
mental regulators  must  concern  themselves  with  the  specific  technology 
to  be  used  in  the  new  sources.  One  potential  advantage  of  the  offset 
policy,  which  it  could  share  with  the  more  general  transferable  pollu- 
tion rights  approach,  is  a  reduced  need  for  direct  agency  involvement 
is  such  detailed  technical  decisions. 

The  principles  of  this  offset  policy  have  been  incorporated  into  the 
Clean  Air  Act  Amendments  of  197T.96  with  application  to  major 
stationary  sources  such  as  those  which  emit  one  hundred  tons  or  more 
of  any  air  pollutant.97  Preconstruction  permits  are  required  for  all 
major  stationary  sources,  thereby  insuring  that  construction  or  opera- 
tion will  not  "cause,  or  contribute,  to  air  pollution  in  excess  of  maxi- 
mum allowable  concentration  for  any  pollutant  .  .  .  more  than  oiv^ 
time  per  year"  98  or  violate  any  standard  lnder  the  Clean  Air  Act.99 
Permits  may  be  issued  upon  an  agency  determination  that,  at  the 
time  operations  begin  total  allowable  emissions  (including  those  from 
the  new  source)  will  represent  reasonable  progress,  as  defined  by  the 
Act,  toward  goals  set  by  state  implementation  plans,1  or  that  total 
stationary  source  emission  will  not  exceed  permissible  maximums. 
All  proposed  facilities  must  use  best  available  control  technology.-  a 
requirement  that  the  Clean  Air  Act  imposes  on  all  sources  by  108'). 
As  discussed  above,  this  provision  may  needlessly  reduce  flexibility  and 
decrease  potential  cost-effectiveness.  Offsets  are  allowed,  as  made  ex- 
plicit by  the  conference  report  on  the  amendments.3 

The  provisions  are  to  be  administered  as  a  part  of  state  implemen- 
tation plans.  Therefore,  the  criteria  for  determining  allowable  offsets, 
both  in  terms  of  quantity  and  location,  may  be  quite  varied.  The  closer 
the  policies  come  to  allocating  offsets  to  the  highest  bidder,  as  would 
occur  in  a  competitive  market,  the  more  efficient  will  be  the  allocation 
of  environmental  resources.  This  will  be  difficult  to  achieve  since  at 
any  one  time  there  may  be  few  suppliers  and  demanders  of  offsets  of 
any  given  pollutant  in  the  same  area.  This  means  that  even  without 
stale  involvement  bargaining  is  not  likely  to  be  competitive.  Over  time, 


^  I'.L.  {)•">- !>r>  U.S.   House  <>f  Representatives,  Conference  Report,  Clean  Air  Act  Amend- 
ments of  1977,  Reporl  ><"<>.  96  564,  Aug.  3,  1077.  p.  ir>7  ;  U.S.  Senate  Committee  on  Environ- 
ment   ami   Public  Works,   Committee  Print,  The  Clean  Air  Act  as  Amended,  August  1077, 
Serial  No.  95  11.  November  1077,  p.  !>7. 
•  [bid.,  p.  143     Bection  a. 

••  Ibid.,  i).  82  (section  165(a)  (3). 

■•"  Ibid. 

1  Thid.,  section   1715. 

'  [bid.,  p    82       •    tion  165(a)  (4). 

>  House  Reporl  No.  '•»■'»  564,  op.  clt.,  p.  157. 
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as  the  policy  becomes  better  defined,  more  and  more  sources  are  likely 
to  come  to  view  their  implicit  pollution  "rights"  as  valuable  a 
which  can  be  bought  and  sold.  The  greater  the  number  of  actual  and 
potential  demanders  and  suppliers  of  offsets  (rights)  the  more  likely 
is  it  that  the  offset  policy  will  be  able  to  make  a  significant  contribu- 
tion of  cost-effective  abatement  and  adaption  to  changing  circum- 
stances. To  assure  this,  it  is  important  that  the  overseeing  agencies  not 
restrict  possible  transactions  by,  for  example,  barring  monetary  pay- 
ments or  by  restricting  the  nature  of  the  parties  who  can  acquire  or 
induce  emission  offsets. 

State  agencies  may  be  under  great  pressure  to  approve  the  first 
"bidder''  for  a  potential  offset  even  though  that  party  may  not  place 
the  highest  value  on  the  implicit  pollution  rights  being  offered. 
Thorough  inventories  of  emission  sources  could  help  in  the  arrange- 
ment of  offsets.  The  operation  of  this  policy  has  not  been  evaluated.  But 
it  appears  to  be  a  force  for  increased  environmental  quality  at  lower 
cost  to  society.  It  is  also  a  useful  experiment  in  the  feasibility  of  imple- 
menting a  broader  system  of  marketable  effluent  or  pollution  rights. 
Doing  so  is  preferable  to  the  extent  that  tightly  constraining  emis- 
sions is  desirable. 


Chapter  Six 

TRANSITIONAL  PROBLEMS  ASSOCIATED  WITH 
REGULATORY  CHANGES 

A.  Issues  of  Protection  and  Compensation:  General  Policy 

Consideration 

Vers7  often,  major  regulatory  change  alters  the  distribution  of  bene- 
fits and  costs  among  members  of  society ;  almost  necessarily,  some  will 
gain  and  others  will  lose.  Firms,  consumers  and  government  agencies 
must  adjust  to  the  new  economic  environment;  old  wa}rs  of  doing 
business  may  not  suffice;  and  new  problems  and  opportunities  will 
arise.  All  of  which  can  impose  costs.  Of  course,  change  should  prefer- 
ably be  structured  so  as  to  avoid  nonessential  cost  and  facilitate 
adjustment.  Even  with  such  care,  some  losses  may  occur. 

The  degree  of  injury,  if  indeed  one  occurs,  is  likely  to  be  greatest 
during  transitional  periods.  With  the  passage  of  time,  firms,  consumers 
and  governments  will  adjust  to  changed  circumstances.  Entry  or  ca- 
pacity expansion  will  frequently  erode  abnormally  high  prices  or  re- 
turns; exit  will  reduce  the  incidence  of  large  losses;  and  technology 
will  generally  adjust  to  changed  circumstances.  For  example,  firms 
faced  for  the  first  time  with  effluent  charges  or  the  cost  of  pollution 
rights  will  tend  to  conduct  "pollution  inventories"  of  their  facilities  in 
order  to  disclose  economical  ways  to  abate.  Assuming  prior  lax  enforce- 
ment, many  firms  may  initially  bear  an  unnecessarily  high  burden 
of  charges  (or  rights  expenses)  and  abatement  costs.  Over  the  longer 
run,  changes  in  process  and  products,  and  cost-effective  shifts  in  abate- 
ment will  reduce  the  burden.  Transition  is  also  the  time  when  firms 
and  agencies  will  be  least  expert  with  the  new  system.  This  argues  for 
a  gradual  phasing  in  of  new  systems,  even  though  to  do  so  may  mean 
postponing  substantial  benefits.  Calibrated  shifts,  in  accord  with  well- 
defined  schedules  which  allow  planning  and  rational  adjustments, 
will  tend  to  insure  gradual  changes  in  the  market  environment,  there- 
by lessening  the  probability  of  mistakes  and  the  need  for  excessive 
adjustments.  Step-by-step  appraisal  of  effects  is  thus  permitted. 

Basic  public  policy  considerations  indicate  that  the  range  of  cases 
in  which  adjustment  assistance,  let  alone  the  more  extreme  and 
sweeping  measure  of  compensation  for  losses,  merit  consideration  is 
extremely  narrow  and  perhaps  nonexistent.  Change  is  inherent  in  the 
very  nature  of  public  poliey.  It  is  a  fair  question  why  losers  from 
regulatory  changes  might  be  entitled  to  compensation  while  others 
have  not  been  so  treated.  Open  and  rational  congressional  weighing 
of  the  effects  on  various  groups  in  society  should  be  expected  to  result, 
over  the  long  term,  in  a  reasonably  fair  distribution  of  gains  and 
losses  among  the  various  groups  in  society.  With  proper  attention  to 
constitutional  requirements  of  due  process,  there  appears  to  be  no 
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compelling  reason  to  give  special  or  overriding  weight  to  the  claims 
of  those  who  may  be  damaged  by  regulatory  changes. 

Moreover,  to  deny  or  delay  change  because  of  possible  losses  to 
some  group  is  to  deny  consumers  and  society  possibly  substantial 
benefits  in  order  to  maintain  the  position  of  a  few.  This  might  be  a 
justifiable  principle  for  at  least  delaying  changes  or  implementing 
them  slowly  if.  indeed,  the  benefits  to  the  regulated  were  in  fact  gen- 
erally substantial.  But  it  is  not  at  all  clear  that,  in  many  or  most  cases, 
the  regulated  will  lose  from  the  kinds  of  changes  discussed  in  this 
report. 

In  many  of  the  cases  of  possible  deregulation  or  regulatory  relaxa- 
tion, many  of  the  possible  or  potential  gains  to  the  regulated  have 
been  eaten  up  or  wasted  in  excessive  investment,  capacity,  and  so- 
cially unproductive  service  competition.  Further,  if  regulatory 
changes  lower  prices  and  consequently  encourage  consumption  of  the 
services  or  products  of  the  regulated  sectors,  even  the  regulated  in- 
terest may  gain.  This  appears  to  have  occurred  in  the  case  of  airlines. 
Moreover,  to  compensate  the  regulated  interests  for  the  consequences  of 
change  means  that  the  incentive  to  plan  for  and  anticipate  change 
is  reduced.  If  compensation  or  assistance  comes  to  be  expected,  groups 
will  be  less  hesitant  about  demanding  regulatory  assistance  or  pro- 
tection ;  and  if  compensation  for  the  effects  of  change  is  granted,  such 
groups  will  also  have  more  of  a  tendency  to  demand  the  reimposition 
or  reinstitution  of  regulatory  controls  following  initial  relaxation. 

In  the  safety,  health  and  environmental  areas  the  possible  ration- 
ales for  protection  and  compensation  are  even  more  questionable  than 
in  the  economic  sphere.  As  has  been  made  clear  throughout  most  of 
this  volume  and  in  the  relevant  case  studies  in  the  Appendix,  many 
of  the  potentially  desirable  changes  in  such  regulation  would  lower 
the  total  cost  of  achieving  social  goals  of  properly  safe  and  healthful 
working  conditions  and  products,  and  clean  environment. 

Thus,  it  is  not  clear  that  compensation,  protection,  or  even  adjust- 
ment assistance  merits  extended  consideration.  For  example,  as  noted 
earlier  in  this  section,  moving  to  an  information  based  strategy  for 
some  aspects  of  product  safety  regulation  or  to  economic  incentives 
to  deal  with  certain  environmental  protection  concerns  will  substan- 
tially decrease  the  need  for  imposition  of  capital  investment  and 
other  costs  by  regulatory  controls,  and  can  be  expected  substantially 
to  reduce  the  costs  of  achieving  suitable  goals  of  product  safety  and 
environmental  quality. 

And,  the  granting  of  compensation  or  assistance  will  necessarily 
involve  Congress  or  the  regulatory  commissions  in  complex  questions 
of  who  is  entitled,  to  how  much,  over  what  duration,  and  for  what 
reason  or  reasons.  Because  the  market  will  generally  adjust  to  the 
presence  of  any  regulatory  scheme,  many  presently  regulated  interests 
may  neither  perceive  nor  actually  receive  substantial  gains  from  reg- 
ulation. Some,  however,  may  have  gained  substantially.  And  if  com- 
pensation, assistance,  or  protection  depends  on  actual  or  projected 
losses  due  to  regulatory  change,  and  the  regulated  know  and  expect 
this,  thev  will  have  every  incentive  to  capitalize  on  this  fart.  That  is, 
they  will  make  plans  and  investments  to  increase  their  possible  losses 
from  change,  or  at  least  to  create  that  appearance  so  as  to  qualify  for 
greater  compensation.  Or,  while  many  may  not  move  so  far  as  to 
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actually  increase  their  potential  losses,  the  incentive  to  make  socially 
desirable  contingency  plans  to  adjust  to  changed  circumstances  wil 
increase.  That  is  to  say,  anticipating  compensation  or  adjustment  as- 
sistance, the  regulated  are  likely  to  act  to  become  ever-more  policy 
dependent,  and,  to  an  even  greater  extent  than  at  present,  wards  o1 
the  State- 
Such  a  dependent  situation,  where  industry  is  and  perceives  itseli 
as  a  client  of  the  government  is  surely  not  one  to  be  further  encour- 
aged: for  such  a  posture  hampers  policy  making  and  can  enshrine  out- 
moded regulatory  regimes.  Further,  in  a  time  of  increasing  and  sub- 
stantial concern  with  the  costs  of  government  programs,  it  is  clearlj 
essential  to  provide  incentives  for  the  regulated  to  plan  for  change. 

Thus,  considering  the  fact  that  many  changes  will  not  harm  the 
regulated,  while  others  will  indeed  help  them,  the  provision  of  com- 
pensation does  not,  as  a  general  principle,  appear  justifiable. 

It  will  be  difficult  to  determine  just  who  has  suffered  because  of  regu- 
latory change.  Shifts  to  direct  subsidy  from  cross  subsidy  via  regula- 
tory restrictions  on  entry  (assuming  service  is  constant)  will  benefit  the 
previous  high  rate  customers  at  the  expense  of  taxpayers.  Providers  oi 
service  may  gain,  and  service  quality  may  improve  especially  to  the 
high-cost  areas.  Relaxation  of  entry  restrictions  can  increase  competi- 
tion and  therefore  benefit  consumers;  but  some  firms  may  lose  business, 
with  subsequent  losses  in  wages  or  employment  of  workers  in  those 
firms.  But  if  deregulation  lowers  rates,  total  output  should  rise,  increas- 
ing employment.  A  shift  from  the  present  standards-enforcement 
method  of  environmental  regulation  to  pollution  charges  could  benefit 
high  abatement  cost  firms,1  while  potentially  harming  others.  Some  oi 
the  harm  will  come  as  firms  previously  causing  excessive  damage  are 
induced  to  make  adjustments.  Since  these  firms  presumably  gained  by 
prior  inaction,  it  does  not  appear  that  they  are  entitled  to  compensation. 
Adverse  impact  also  occurs  from  replacing  a  previously  ineffective 
regulation.  For  example,  assuming  lack  of  compliance  and  thus  ab- 
sence of  substantial  abatement  costs,  a  change  in  pollution  controls 
would  be  costly  to  consumers  of  pollution-intensive  goods — although 
those  who  favor  high  environmental  quality  as  well  as  producers  of 
abatement  equipment  would  gain.  However^if  the  standards-enforce- 
ment approach  had  induced  a  non-cost  effective  pattern  of  abatement, 
consumers  of  pollution-intensive  goods  might  gain  as  product  prices 
fell  due  to  increased  efficiency.  A  shift  from  a  technology-based  envi- 
ronmental program  to  incentives  could  harm  producers  of  some  envi- 
ronmental control  equipment  while  reducing  compliance  costs. 

Tn  product  safety  regulation,  shifting  from  a  standards-banning 
approach  to  an  information  strategy  could  benefit  consumers  by 
speeding  technical  change,  though  losses  would  be  imposed  on  those 
heavily  committed  to  old  technologies  and  possibly  on  consumers  who 
were  particularly  averse  to  risk  or  less  capable  of  using  information. 
The  ultimate  question— "what  stance  should  public  policy  take  to- 
ward such  cases?"— is  not  answerable  on  objective  grounds,  but  is  a 
matter  of  social  and  political  judgment.  The  following  sections  instead 
concentrate  on  other  key  questions :  Will  losses  necessarily  occur?  How 


»Btcange  those  firms   would   not   necessarily  have   to   incur  high   ahatement   costs   hut 
could  choose  to  comhlne  some  ahatement  with  payment  of  fees. 
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can  it  be  determined  who  may  have  suffered  losses?  What  sorts  of 
losses  are  likely?  What  are  the  economic  and  other  effects  of  various 
methods  of  attempting  to  shield  various  groups  from  the  effects  of 
change  ? 

Policy  makers  must  decide  who  is  eligible  for  compensation.  Obvious 
candidates  would  be  those  holding  legally  conferred  rights,  such  as 
ICC  certificates  of  convenience  and  necessity  and  FCC  spectrum  allo- 
cations. But  many  forms  of  regulation  (such  as  health,  safety,  and 
environmental)  do  not  confer  explicit  property  rights.  But,  as  noted 
above,  they  can  do  so  implicitly  by  allowing  firms  legally  to  use  en- 
vironmental resources  without  cost.  Thus  present  regulations  create 
expectations  upon  which  capital  investments,  local  ional  decisions,  and 
choice  of  occupation  are  based.  Regulatory  changes  can  affect  the 
value  of  such  "investments."  Even  when  legal  property  rights  are 
conferred  groups  other  than  the  rights-holders  are  affected  by  changes. 
Allowing  banks  to  pay  interest  on  demand  deposits  could  damage  sav- 
ings and  loan  institutions;  conversely,  permitting  those  institutions  to 
issue  checking  accounts  could  injure  banks. 

Yet  it  is  unrealistic  to  expect  protection  compensation  for  all  those 
damaged  by  change.  Large  amounts  of  private  and  governmental  re- 
sources would  be  used  in  seeking  protection  and  compensation  and  in 
regulating  its  award.  Claims  are  difficult  to  value,  even  in  cases  where 
legal  rights  have  been  regularly  bought  and  sold.  Claimants  may  argue 
that  most  of  their  earnings  are  due  to  regulations.  Claims  of  those 
affected  indirectly  will  be  difficult  and  perhaps  impossible  to  evaluate. 
Attempts  to  provide  total  compensation  will  involve  highly  speculative 
projections  of  what  might  have  occurred  had  regulation  continued.  If 
continuing  claims  are  allowed,  the  compensating  agency  will  con- 
tinually have  to  decide  which  groups  are  deseriving  and  which  are  not. 
In  so  doing,  it  will  be  likely  to  assume  a  regulatory  role  and  thus 
detract  from  the  objective  of  the  change. 

B.  Limited  Precedent  Exists 

The  Trade  Act  of  1974  provides,  to  a  limited  degree,  some  precedent 
for  consideration  of  damages  caused  by  regulatory  changes  but  not,  in 
any  sense  for  compensation,  much  less  permanent  postponement,  of 
change  due  to  losses  imposed  on  certain  interests.  Title  I  of  the  Trade 
Expansion  Act  of  19G2  authorized  the  President  to  reduce  trade  bar- 
riers up  to  50  percent,  and  led  to  the  so-called  "Kennedy  Pound''  of 
trade  negotiations.  There  were  fears  that  relaxing  trade  barriers  might 
harm  some  workers,  firms,  and  communities,  while  benefitting"  the 
country  as  a  whole.  Partly  in  response  to  those  concerns,  the  Trade 
Act  of  1974  provided  for  both  adiustment  assistance  and  temporary 
relief  from  import  competition.  Adjustment  assistance  can  be  granted 
to  firms,  workers  and  communities.  The  Labor  and  Commerce  depart- 
ments determine  whether  imports  were  the  cause  of  the  injury,  but 
for  adiustment  assistance  the  standard  for  oroof  of  damage  does  not 
require  a  showing  that  the  increase  in  imports  was  due  to  trade  conces- 
sions.2 Individual  firms  or  unions  can  seek  assistance,  as  can  communil  y 
associations  and  governments. 

The  Act  does  not  provide  for  a  full  or  partial  "buy-out''  (compensa- 
tion for  losses)  as  an  offset  to  losses.  Workers  can  be  granted  extended 

2  This  was  required  under  the  Trade  Expansion  Act  of  1962. 
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unemployment  compensation  and  government  funded  re-training  and 
relocation  assistance.  Firms  can  be  given  low  interest  or  Federally 
guaranteed  loans,  tax  write-offs,  and  other  forms  of  Federal  assistance. 
There  is  no  attempt  to  compensate  for  losses  of  high  wages  or  of  profits 
which  might  have  been  collected  in  the  absence  of  the  policy  change. 
This  appears  appropriate. 

Checks  are  distributed  to  workers  through  state  unemployment 
offices  as  supplements  to  unemployment  benefits.  Workers  can  receive 
75  percent  of  their  former  wages  or  50  percent  of  the  average  manu- 
facturing wage,3  whichever  is  less,  during  periods  of  unemployment. 
Rather  than  attempting  to  compensate  for  changes,  the  notion  was  to 
assist  adjustment  and  provide  needed  support.  However,  little  use  has 
been  made  of  moving  and  retraining  benefits. 

In  addition,  Section  201  of  the  Trade  Act  allows  for  temporary  im- 
port relief  (via  trade  restrictions  such  as  tariffs  or  quotas)  under  the 
"Escape  Clause-'  of  Article  19  of  the  General  Agreement  on  Trade  and 
Tariffs.  The  standard  of  proof  requires  a  showing  that  imports  have 
increased  to  an  extent  that  the  domestic  industry  is  threatened.  Investi- 
gations to  determine  injury  are  conducted  by  the  International  Trade 
Commission.  There  is  no  requirement  to  show  that  the  injury  has  oc- 
curred because  of  trade  concessions,  but  the  standard  of  proof  is  more 
stringent  than  that  required  for  adjustment  assistance.  This  seems  ap- 
propriate because  the  whole  industry  benefits  from  import  restrictions. 
While  the  ITC  can  recommend  adjustment  assistance,  firms  have  not 
asked  for  it,  but  have  instead  sought  import  relief  such  as  tariffs  and 
quotas.  Relief  is  not  to  be  permanent,  but  limited  to  five  years  with 
a  possible  three-year  extension.4  Assistance  is  intended  to  be  sufficient 
to  prevent  or  remedy  the  injury,  not  to  provide  total  compensation.5 

Overall,  then,  the  Trade  Act  provides  adjustment  assistance  to  help 
workers,  firms,  and  communities  adjust  to  regulatory  changes.  It  does 
not  provide  for  compensation,  but  rather  for  some  aid  and,  possibly, 
partial  postponement  of  the  effects  of  shifts  in  trade  patterns,  and 
temporary  prevention  of  injury.  This  is  similar  to  requiring  that  regu- 
latory changes  be  announced  well  in  advance  and/or  phased  in  over 
time,  to  allow  more  considered  planning  and  smoother  adjustment. 
Both  of  these  features  appear  generally  appropriate  generally  in  the 
regulatory  arena,  and  neither  entails  compensation.  For  example,  in 
moving  to  negotiated  brokerage  rates,  the  SEC  gave  three  years  ad- 
vance notice.  And  rates  on  transactions  over  $300,000  were  deregulated 
in  advance  of  rates  on  smaller  transactions.6  No  compensation  was 
granted;  rather,  possible  losses  were  properly  treated  as  a  risk  as- 
ed  by  the  regulated. 

C.  Effects  of  Regulatory  Cttaxge  ox  Certificate  axd  Ltcexse 

Holders 

1.  Effects  of  regulatory  change  on  owners  of  motor  carrier  operating 
rights 
Motor  carrier  operating  rights  under  ICC  Certificates  of  public 
convenience  and  necessity  are  often  very  valuable.  According  to  the 

::  Telephone   conversation   with    Messrs.   Johlonsky   and   Genrhart   of  the   International 
Trndo  Commission  staff. 
«  II. 1.1. 
■Ibid. 

as  Stoll,  op.  cit.  in  appendix  to  this  volume. 
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American  Trucking  Association  the  investment  in  operating  rights 
increased  at  an  annual  rate  of  1G  percent    from   L962  to  li>72,  and 

payments  for  authorities  are  on  the  order  of  15  to  20  percent  of  annual 
revenue  produced  under  the  authorities,  or  about  $^.5  billion  in  1972.7 
The  value  of  these  rights  has  been  increasing,  and — as  ATA  has 
pointed  out — "[t]he  vast  majority  of  the  increase  in  value  of  oper- 
ating rights  results  from  carriers  purchasing  these  operating  authori- 
ties from  other  carriers  at  amounts  in  excess  of  the  value  carried  on 
the  seller's  books.  It  is  rare  indeed  for  a  carrier  to  sell  .  .  .  rights  at 
a  price  less  than  their  cost.r  8  A  review  of  a  sample  of  operating  right 
purchases  and  sales  during  1970,  1971,  and  1972  showed  that  gains  oc- 
curred in  37  of  43  sales  reviewed/'  These  gains  ranged  from  a  low  of 
about  $3000  to  a  high  of  about  $390,000.10  There  was  no  gain  or  loss  in 
four  of  the  transactions  and  book  value  exceeded  selling  price  by 
amounts  of  $4000  and  $5000  in  two  sales.11  Rights  change  hands  fre- 
quently and  at  substantial  prices.  For  example,  during  1964  Eazer  Ex- 
press, Inc.,  acquired  certain  operating  rights  from  Fleet  Highway 
Freight  Lines,  Inc.,  for  $200.000.12  In  1973  these  same  rights  were  pur- 
chased by  Yellow  Freight  System,  Inc.,  for  $S00,000.13  The  purchase 
did  not  include  other  assets.  This  $600,000  increment  in  value  repre- 
sents an  increase  of  over  230%,  for  an  average  annual  rate  of  apprecia- 
tion of  over  14  percent.14  All  of  which  indicates  that  regulated  truckers 
are  able  to  charge  prices  above  the  normal  competitive  level.  If  this 
were  not  true,  rights  would  not  exchange  at  substantial  prices.  Only 
the  prospect  of  prices  well  above  normal  business  costs  (excluding  the 
cost  of  certificates)  would  induce  truckers  to  invest  substantial  sums 
in  assets  not  physically  or  economically  required  for  production.15 
In  the  absence  of  entry  and  pricing  restrictions  the  value  of  the  rights 
would  certainly  fall,  inflicting  losses  on  those  who  hflld  purchased  them. 
It  is  not  at  all  clear  that  equity  dictates  that  assistance  be  granted, 
much  less  compensation  be  paid,  if  regulation  is  changed.  Further, 
designing  a  fair  and  administratively  tractable  system  of  assistance 
or  compensation  would  be  most  difficult.  The  original  owners  of  the 
rights  were  the  primary  and  clearest  beneficiaries  of  the  ICC  restric- 
tions initiated  in  1935.  "Grandfathering"  of  the  rights  of  existing 
carriers  in  effect  conferred  on  them  gifts  of  operating  rights,  which 
have  increased  in  value  with  the  growth  in  trucking.  Many  current 
carriers  have  had  to  purchase  their  rights,  either  directly  or  through 
merger  for  acquisition.  These  certificate  holders  will  tend  to  receive 
only  normal  returns  on  their  certificate  investment,  because  the  value 
of  the  rights  will  reflect  any  expected  excess  of  revenues  over  the 
costs  of  providing  service.  This  value  will  be  captured  by  the  seller  of 


7  "Accounting  for  Motor  Carrier  Operating  Rights,"  Brief  and  Petition  of  the  Amer- 
ican Trucking  Association  before  the  Financial  Accounting  Standards  Board  of  the 
Financial  Accounting  Foundation,  (processed),  undated,  pp.  ."3-6. 

8  Ibid.,  p.  6. 
8  Ibid.,  p.  7. 

10  Ibid.,  p.  8. 

11  IMd. 

12  Ibid. 
m  Ibid. 

14  Ibid.,  p.  8. 

15  Rights  to  specified  levels  and  patterns  of  use  of  highways  could  be  used  to  control 
highway  congestion  or  the  wear  and  tear  on  roads  from  heavy  truckers,  in  manner  anal- 
ogous to  airport  landing  rights  and  pollution  rights.  ICC  operating  rights  do  not  take  these 
factors  into  account  and  are  not  aimed  at  these  potential  problems. 
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the  rights.  The  same  would  hold  true  for  broadcast  licenses,  pollution 
rights,  or  any  other  similar  grants  of  privilege  or  use  of  public 
resources. 

With  entry  restricted  by  certificates,  rapid  demand  growth  or  tech- 
nical improvements  (such  as  the  development  of  the  interstate 
highway  system)  can  give  rights  holders  above  normal  rates  of 
return.16  This  means  that  some  rights  holders  perhaps  have  already 
been  ''compensated  for'*  their  initial  investment,  (which  may  have 
been  zero,  in  the  case  of  the  original  ''grandfathers"),  and  are  thus 
certainly  entitled  to  no  further  government  aid.  Recent  purchasers 
of  rights  will  be  less  likely  to  have  reaped  such  benefits  though  it  is  not 
clear  that,  if  advance  notice  is  given,  any  special  treatment  is 
appropriate. 

2.  Effects  of  changes  in  broadcast  and  cable  television  regulation  on 

holders  of  FCC  licenses 

Possible  adverse  effects  on  broadcasters  provide  another  example  of 
the  possible  role  of  compensation.  Allowing  distant  signal  importation 
and  pay  cable  television  would  decrease  some  broadcasters'  advertis- 
ing revenues  and  license  values,  while  perhaps  benefiting  viewers  with 
increased  programing,  as  well  as  independent  stations  in  some  large 
markets.17  Some  stations  received  licenses  as  part  of  the  initial  FCC 
spectrum  allocation,  but  others  acquired  them  subsequently  at  prices 
reflecting  potential  future  earnings.  These  stations  need  not  earn 
above  normal  returns  on  their  investment.  Entry  (whether  by  cable 
television  or  by  expanded  spectrum  allocation  to  television)  would 
inflict  losses. 

If  the  government  opened  the  broadcast  spectrum  to  competitive 
bidding,  incumbents  who  had  expected  to  be  able  to  continue  to  reap 
returns  based  on  whatever  investment  (or  lack  thereof)  they  had 
made  might  suddenly  find  themselves  forced  to  meet  competing  bids, 
and  thus  incur  higher  expenses.  The  government  might  consider 
granting  some  compensation  out  of  revenues  received  from  the  sale 
of  what  is,  in  fact,  public  property. 

3.  Deregulation  need  not  harm  producers :  The  effects  of  decontrol 

by  the  CAB 
Similar  problems  could  arise  in  air  transport  though  the  effects  of 
recent  relaxations  of  entry  and  price  controls  appear  to  have  been  gen- 
erally positive.  There,  net  size  decisions  have  been  based  on  assump- 
tions about  the  level  of  consumer  demand  on  particular  routes,  as  well 
as  on  the  degree  of  competition  on  those  routes.  Relaxation  of  route 
restrictions  has  caused  entry  into  some  of  the  denser  markets  though 
stimulated  travel  demand  has  prevented  losses  and  buoyed  profits. 
On  the  other  hand,  allowing  airlines  some  fare  discretion  would  permit 
more  efficient  lines  with  excess  capacity  to  increase  profits;  the  decline 
in  service  competition,  coupled  with  increased  price  flexibility,  would 
also  raise  returns.  Thus,  there  need  be  no  question  of  compensation 
or  assistance. 


'•This  tendency  will  be  limited  )>y  the  ability  of  certificate  holders  to  expand  output, 
or  engage  In  service  competition.  Tims,  absent  collusion  high  returns  may  be  more  likely 
In  broadcasting  (tbongb  program  quality  competition  exists)  than  in  trucking. 

i* See  Bruce  Owen,  op.  <it.,  in  appendix  to  (his  volume. 
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The  likely  effects  of  more-or-less  complete  airline  deregulation  on 
air  carriers,  workers,  and  aircraft  producers  are,  of  course  somewhat 

uncertain,  but  would  almost  certainly  not  be  drastic,  as  indicated  both 
by  studies  and  recent  experience  with  a  substantial  lessening  of  regula- 
tory controls.  Some  authorities  have  claimed  that  CAB  policies  have  in 
effect  set  fares  to  significantly  increase  the  number  of  seats  provided. 
If  this  is  the  case  then  deregulation  might  reduce  the  number  of  flights 
and  the  demand  for  airline  pilots  and  workers  as  well  as  aircraft. 
Evidence  from  intrastate  routes  in  Texas  and  California  indicates 
that— 

...  in  nearly  every  case  studied,  the  number  of  flights  grew 
after  the  institution  of  low-fare  service  provided  by  intrastate 
carriers.  .  .  .  Thus,  the  few  instances  we  have  seen  of  dramatic 
fare  reductions  would  seem  to  contradict  .  .  .    (the)    assertion 
that  a  reduction  in  fares  would  reduce  the  demand  for  aircraft.18 
The  study  prepared  by  Professor  Keeler  for  the  Committee  in- 
dicates that  the  overall  effect  of  competition  on  number  of  flights  is 
ambiguous,  since  the  effect  depends  on  the  flight-increasing  effect 
of  lower  fares  relative  to  the  flight-reducing  effect  of  increased  load 
factors  due  to  decreased  service  competition.19  The  effect  of  deregula- 
tion on  seats  sold,  profits  and,  hence,  the  viability  of  airlines  is  highly 
dependent  on  the  price  sensitivity  of  the  demand  for  air  travel — on 
the  price  elasticity  of  demand.  Most  studies  indicate  that  this  elastic- 
ity is  substantial — well  over  one — which  means  that,  a  ten  percent 
decrease  in  average  fares  would  lead  to  a  more  than  10  percent  in- 
crease in  aggregate  traffic.20  Using  an  estimate  of  a  16  percent  fare 
reduction   with   complete  deregulation,21  Miller  predicted  that  the 
range  of  effects  on  trunk  air  carrier  profits  would  be  as  shown  in 
table  6-1. 

TABLE  6-1.  SENSITIVITY  OF  SHORT-RUN   INDUSTRY  PROFITS  TO  DEMAND   ELASTICITY  (ASSUMING  SUDDEN, 
COMPLETE  DEREGULATION  16-PERCENT  FARE  DECREASE,  $10  BILLION  TOTAL  INDUSTRY  REVENUE) 

Change  in  (short-run)  industry  profit  rate 


As  percent  of 

Millions  of   initial  industry  total 

Demand  elasticity  assumption  dollars  per  year        revenue  and  cost 


-ed  =  -0.7. 
ed  =  -1.0_ 
ed=-1.3. 
ed  =  -2.0. 
ed  =  -2.5. 


-660 

-6.6 

-352 

-3.5 

-44 

-0.4 

+675 

+6.8 

+1,189 

+11.9 

Source:  J.  C.  Miller,  op  cit.,  p.  19. 


This  hypothetical  range  indicates  that  the  likely  effect  of  even  total 
deregulation  would  probably  not  be  drastic.  While  some  airlines  would 
probably  expand  their  fleets  in  anticipation  of  deregulation,  tending  to 
reduce  profits,  total  deregulation  is  not  likely,  and  so  the  overall  effect 
would  nrobablv  be  smaller. 


18  Oeorge  Douglas  and  James  C.  Miller,  "Economic  Regulation  of  Domestic  Air  Trans- 
port." op.  cit.,  p.  176.  [Emphasis  added.] 

a  Theodore  E.  Keeler.  "Domestic  Trunk  Airline  Regulation  :  An  Economic  Evaluation." 
in  Appendix  to  this  volume. 

20  James  C.  Miller  III.  "Effects  of  the  Administration's  Proposed  Aviation  Act  of  1975 
on  Air  Carrier  Finances,"  Transportation  Journal,  Vol.  15,  Spring,  1975.  p.  18. 

21  Ibid.  The  estimate  of  16  percent  is  taken  from  Douglas  and  Miller,  op.  cit. 
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Recent  experience  with  the  administrative  reforms  instituted  under 
the  direction  of  former  CAB  Chairman  Alfred  Kahn  appears  to 
have  resolved  much  of  this  uncertainty  and  indicate  that  the  demand 
for  air  travel  may  well  be  more  responsive  to  lowered  fares  than  had 
been  believed.  During  the  first  Quarter  of  1078  revenue  passenger  miles 
flown  by  the  domestic  trunk  airlines  were  13.6  percent  above  the  equiv- 
alent figure  for  1977.22  Available  seat  miles  provided  by  the  trunks 
(that  is,  capacity  offered  to  travelers)  rose  only  5.6  percent  for  the 
trunks  over  the  fame  period,  resulting  in  an  increase  in  load  factor 
(that  is,  the  percentage  of  available  peat  miles  actually  sold  to  passen- 
gers) from  53.6  percent  to  57.7  percent.  The  local  service  airlines  did 
even  better,  with  increases  of  revenue  passenger  miles  of  17.4  "percent, 
available  seat  miles  of  7.8  percent,  and  a  resulting  load  factor  increase 
from  50.5  to  55.1  percent.  These  changes  are  entirely  consistent  with 
the  theory  and  evidence,  discussed  elsewhere  in  this  report,  and  with 
the  special  analysis  prepared  for  the  Committee  by  Professor  Theodore 
Keeler,  to  the  effect  that  previous  CAB  policies  of  fixing  fares  and 
barring  entrv  had  resulted  in  excessive  service  competition  and  capac- 
ity in  the  industry. 

This  increase  in  total  traffic  and  particularly  in  load  factors,  has 
allowed  the  lower  fares  to  yield  increased  total  profits  and.  presumably, 
increased  return  on  investment  in  the  industry.  As  compared  with  the 
first  quarter  of  1977,  for  the  domestic  trunk  airlines,  operating  profits 
in  the  first  quarter  of  1978  were  approximately  $73.1  million  as  com- 
pared with  a  loss  of  more  than  $27  million  during  the  first  quarter  of 
1977.  For  the  local  service  airlines,  excluding  Ozark,  for  which  figures 
were  not  available,  total  operating  profits  in  the  first  quarter  of  1978 
were  about  $1.9  million  as  compared  with  a  figure  slightly  higher  in 
the  first  quarter  of  1977.  This  lack  of  growth  was  dominated  bv  ex- 
tremely poor  results  by  Allegheny.  Several  airlines,  particularly  Fron- 
tier, Hughes  Airwest.  and  Texas  International  had  extremely  favorable 
profit  growth. 

The  reasons  for  this  generally  improved  traffic  and  profit  picture 
have,  yet  to  be  fully  explored.  Specifically,  it  is  not  known  what  propor- 
tion of  the  increase  in  traffic  is  due  to  lowered  fares.  But  it  is  note- 
worthv  that  the  increase  would  not  appear  to  be  attributable  to  im- 
proved business  conditions,  as  GNP  actually  declined  somewhat  during 
the  first  quarter  of  1978.  while  revenue  passenger  miles  continued  to 
climb  smartly.  Thus,  it  is  plausible  to  conclude  that  much  of  the  in- 
crease in  air  travel  was  due  to  the  lower  discount  fares.  Whether  this 
increase  is  permanent  or  represents  a  transitory  "boom",  as  consumers 
catch  up  on  postponed  trips  or  are  attracted  by  the  publicity  surround- 
ing the  regulatory  changes  and  resulting  lower  fares,  is  not  clear.  But 
as  a  first  approximation,  th^  airlines  appear  to  have  prospered  under 
substantial  deregulation.  Thus,  for  the  airline  industry  as  a  whole, 
there  is  no  valid  argument  for  any  form  of  government  aid. 

Proposals  to  supply  assistance  or  compensate  would  be  complicated 
by  the  fact  that  the  effects  of  regulatory  changes  will  often  vary 
greatly  among  firms  in  an  industry.  However,  if  differential  treatment 


"All  data  aro  l»ns<"l  on  compilations  of  CAB  statistics  by  flip  Congressional  Research 
Service,  Economics  Division.  Congressional  Research  Service.  Current  financial  status  of 
the  airline  Industry  and  the  effect  of  discount  fares.  May  11,  197S. 
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were  granted,  care  must  be  taken  that  the  scheme  does  not  provide 

1  incentives  to  reduce  efficiency  in  order  to  capture  larger  assistance. 

For  example,  if  compensation  or  assistance  were  proportional   (or 

equal  to)  the  decrease  in  profits,  firms  might  have  incentives  unduly 
to  expand  capacity  in  order  to  improve  their  future  market  position. 
Such  a  scheme  could  cause  excess  capacity.  One  solution  would  be  to 
base  treatment  on  past  performance  relative  to  some  base  period  be- 
fore announcement  of  the  reform.  But  any  scheme  where  treatment 
depends  largely  on  an  individual  firm's  actions  could  lead  to  distor- 
tions. All  of  which  suggests  an  inevitable  conflict  between  equity,  in 
terms  of  "appropriate"  treatment  of  losses,  and  maintaining  incentives 
for  efficiency. 

The  likely  and  actual  effects  of  airline  deregulation  illustrate  the 
potential  for  widely  differing  impacts  on  various  firms.  Studies  have 
shown  that  the  sensitivity  of  traffic  to  fares  (price  elasticity  of  de- 
mands) varies  from  route  to  route,  so  some  routes  will  gain  and  others 
will  lose  flights.  Airlines  serving  routes  where  demand  is  insensitive  to 
fare  would  lose,  and  that  might  include  lines  serving  routes  used 
primarily  by  business  travelers.  Other  carriers  will  gain.  In  addition, 
fares  in  long  haul  and  high  density  markets  are  most  above  competi- 
tive levels.23  Lines  with  a  disproportionate  share  of  such  routes — 
including  American,  Trans- World,  United,  Continental  and  Pan 
American — were  expected  to  face  with  a  higher  incidence  of  substan- 
tial fare  reductions.24  The  four  largest  lines  (American,  Eastern, 
Trans- World,  and  United)  and  National  were  forecasted  to  experience 
a  higher  incidence  of  fare  reductions  than  wTould  Braniff,  Continental, 
Northwest,  Pan  American  and  Western.25  Overall,  Miller  predicted 
that  Braniff  would  gain  the  most  from  a  program  of  partial  deregula- 
tion,26 while  Trans-World  could  stand  to  suffer,  particularly  because 
of  few  short  term  profit  opportunities  on  "monopoly''  routes,  a  higher 
incidence  of  price  reductions  on  long  and  high  density  routes,  and 
fewer  opportunities  for  route  expansion.27 

Overall  the  small  trunk  lines  were  expected  likely  to  gain  relative  to 
the  large.28  In  that  regard,  Keeler  concluded  that  "while  deregulation 
could  benefit  holders  of  capital  invested  in  the  airline  industry,  it  is 
likely  that  some  airlines,  some  investors,  and  workers  will  lose  in  the 
short  run."  If,  as  seems  likely,  competition  decreases  union  power, 
pilots  and  others  may  find  their  wages  rising  less  rapidly  than  in  the 
past. 

The  available  data  indicate  that  the  profit  opportimities  competition 
allowed  are  more  substantial  and  broadly  based  than  had  been  believed. 
As  compared  with  the  first  quarter  of  1977,  American's  first  quarter 
1978  results  indicated  increased  losses.  Eastern  showed  a  10.1  percent 
increase  in  operating  profits.  TWA  and  United  both  experienced  very 
sharp  increases  in  operating  profits,  indicating  that  increases  in  traffic 
were  larger  than  had  been  assumed  in  the  analysis  cited  above.  In 
addition,  National  Airlines  experienced  a  very  substantial  profit  in- 
crease, providing  further  evidence  of  unexpectedly  high  sensitivity  of 

88  James  C.  Miller  III,  op.  cit. 

24  Ibid.,  pp.  20-21. 

25  Ibid.,  p.  21. 

26  Ibid.,  p.  26.  The  program  was  that  of  the  Ford  Administration's  Aviation  Act  of  1975, 
S.   2551. 

27  Ibid.,  p.  22. 

28  Ibid.,  p.  27. 
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travel  to  fares.  Braniff  and  Continental  gained  substantially,  while 
Pan  American  appeared  to  suffer  from  its  relative  lack  of  domestic 
routes.  As  compared  with  the  first  quarter  of  1977,  only  American  and 
Pan  American  failed  to  experience  substantial  profit  increases.  And 
all  of  the  local  service  airlines  except  Allegheny  experienced  increases 
in  profit.  Thus,  while  the  picture  does  differ  among  the  various  firms 
in  the  industry,  it  is  not  at  all  clear  that  there  is  any  justification  for 
compensation  in  this  industry,  at  least  under  present  circumstances.  It 
is  possible  that  more  complete  deregulation  would  cause  problems,  or 
that  the  present  high  level  of  demand  is  transitory.  But  the  evidence 
available  suggests  that  this  is  not  the  case. 

D.  The  Distribution  of  Gains  and  Losses  From  Regulation  and 

Regulatory  Changes 

This  potential  for  widely  differing  impacts  raises  a  vital  policy  is- 
sue. If  assistance  is  called  for  when  regulatory  changes  reduce  re- 
turns (or  impose  capital  losses)  might  not  taxation  be  fair  when  reform 
confers  benefits?  This  was  a  major  feature  of  many  proposals  for  de- 
regulation of  natural  gas.  That  is,  to  prevent  regulatory  change  from 
conferring  undue  "windfall  profits."  What  principles  might  underly 
demands  that  assurance  be  given?  One  possible  response  is  that 
government's  duty  is  to  shelter  consumers,  communities,  investors  and 
management  from  strongly  adverse  effects  of  policy  decisions.  Pro- 
posals for  community  assistance  to  aid  adjustment  to  military  base 
closings  may  reflect  this  principle. 

All  of  the  price  controls  designed  to  shield  consumers  from  large 
price  increases  can  be  similarly  interpreted  as  can  the  adjustment  as- 
sistance and  import  relief  provisions  of  the  Trade  Act  of  1974.  Regula- 
tory initiatives  such  as  increasing  airline  or  motor  carrier  competition, 
reallocating  the  frequency  spectrum  by  auction,  or  instituting  pollu- 
tion charges  may  confer  relatively  slight  but  widespread  benefits  on 
many  individual  consumers,  and  yield  a  net  benefit  to  all  users  and 
producers  taken  together.  Losses  may  be  concentrated  on  the  few — 
the  owners,  creditors  and  possibly  employees  of  firms  confronting 
those  changes.  This  asymmetry  in  the  relative  size  of  gains  and  losses 
might  justify  some  form  of  special  treatment.  But  the  converse  also 
holds  true :  tightening  regulatory  constraints  will  often  impose  small, 
widespread  per  capita  costs  while  conferring  very  large  benefits  on  the 
protected  few.  In  the  latter  situation,  the  insignificant  nature  of  the 
damage  tends  to  provide  little  incentive  to  oppose  more  rigorous  regu- 
lation. However,  such  is  not  the  case  with  those  who  benefit  from 
regulation:  there  is  every  incentive  to  protect  that  situation  against 
changes. 

E.  Effects  of  Regulatory  Changes  on  Related  Firms'  Access  to 

Capital  Markets 

Adoption  of  new  regulatory  approaches,  which  involved  changes 
in  risk  and  profitability,  may  have  a  decided  transitory  impact  on  the 
ability  of  firms  to  obtain  capital  and  on  the  costs  at  which 
they  Van  do  so.  The  net  effects  of  regulatory  changes  in  stock- 
holder and  creditor  risks  and  returns  canned  be  specified  a  priori;  that 


229 

is,  the  offsetting  influences  at  work  imply  that  some  firms'  access  to 

capital  markets  will  be  improved  while  others  will  be  worsened.  This 
greatly  weakens  any  possible  case  for  special  treatment,  as  by 
loans,  grants,  or  interest-subsidies  or  government  guarantees.  The 
effect  however  has  been  a  matter  of  serious  concern.  For  example,  in 
testimony  before  the  Senate  Subcommittee  on  Aviation,  an  officer  of 
the  Equitable  Life  Assurance  Society  of  the  United  States  (a  major 
inancer  of  airlines)  noted  that  "(lie  prospect  of  increased  competition 
between  airlines  has  raised  deep  concerns  among  lender-."  ?9»30  The  in- 
surance industry  has  investments  of  about  $3  billion  in  airline  equip- 
ment; Equitable  alone  has  $375  million.31  However,  evidence  to  date 
suggests  that  the  concerns  were  misplaced.  Bush  claims  and  asser- 
tions will  not  be  in  short  supply. 

Problems  of  access  or  access  only  on  unfavorable  terms  could  be 
caused  by  capital  market  uncertainty  about  the  effects  of  new  arrange- 
ments. Thus,  sudden  relaxation  or  imposition  of  constraints  could 
place  firms  in  an  unfamiliar  environment,  perhaps  without  requisite 
skills.  This  applies  to  more  rigorous  regulation,  such  a-  nationalization 
or  public  ownership,  just  as  to  decontrol.  Similar  problems  could  be 
caused  by  changes  in  the  nature  or  form  of  safety,  health  or  environ- 
mental regulation.  Considering  the  size  of  compliance  costs  :md  poten- 
tial penalties  that  may  be  involved,  the  capital  market  effects  of  shifts 
in  these  "noneconomie?,  areas  may  be  more  pronounced  than  those  of 
very  substantial  "economic  deregulation." 

For  a  time  financial  markets  may,  quite  reasonably,  demand  substan- 
tial risk  premia  or  deny  "adequate*'  amounts  of  financing  at  customary 
rates.  The  critical  factor,  in  this  regard,  is  the  degree  of  information 
and  certainty  investors  and  financial  institutions  have  about  the  nature 
and  likely  impact  of  new  regulatory  arrangements.  Thus  one  way  to 
mitigate  the  financial  and  operating  problems  of  regulated  firms  i<  to 
announce  definite  timetables  for  gradual  movement  to  new  regulatory 
schemes. 

Government  loans  or  guarantees  during  the  transition  could  serve  to 
ease  firms'  access  to  captial.  But  a  key  problem  is  easing  access  too 
much,  so  that  firms  take  too  many  risks  and  therefore  do  not  feel  effec- 
tively with  the  now  environment.  Loan  guarantees  appear  more  desir- 
able than  grants  or  subsidies;  loans  must  be  repaid,  so  firms  must  be 
concerned  with  efficiency.  But  oven  such  aid  carries  with  its  hazards  of 
misuse,  waste,  and  inefficiency. 

Regulatory  programs  requiring  substantial  capital  investments  can 
lower  profits,  severely  affecting  cash  flow  and  raising  capital  costs. 
This  will  be  particularly  true  for  small  firms  required  to  install  equip- 
ment to  comply  with  OSHA  or  EPA  regulations.  Since  such  equip- 
ment becomes  more  efficient  as  scale  increases,  smaller  firms  may  face 
higher  per  unit  compliance  costs.  Also  their  profits  will  fall  relatively 
more  than  those  of  large  firms,  with  adverse  affects  on  market  viability 
and  access  to  capital.  Since  the  smaller  firms  do  have  higher  compli- 
ance costs  it  appears  efficient  for  the  market  to  restrict  their  access 
to  capital. 

».  »New  York  Times,  Mar.  24.  1077.  p.  40.    (William  A.  McCurdy,  testifying.) 

31  Ibid. 
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In  that  situation,  government  intervention  perhaps  could  be  justified 
on  several  grounds.  First,  it  may  be  considered  desirable  to  preserve ' 
smaller  firms  as  an  independent  competitive  force  by  assuring  them 
access  to  capital  at  favorable  cost.  However  such  a  policy  would  con- 
stitute continuing  support  rather  than  transitional  aid,  and  it  is  not 
clear  that  an  inefficient  small  firm  segment  would  be  a  vigorous 
competitive  force.  Second,  government  may  intervene  on  the  notion 
that  capital  markets  are  imperfect  and  biased  against  smaller  firms, 
demanding  higher  return  or  lower  risk  than  would  be  economically 
justified.  Yet  the  evidence  for  this  proposition  is  not  at  all  strong.32 
And,  if  true,  it  applies  generally  and  is  not  a  special  concern  for  regu- 
lating change.  Both  arguments  could  justify  such  support  to  small 
firms  even  in  the  absence  of  major  regulatory  change.  The  first  argu- 
ment could  justify  not  only  loan  guarantees  or  other  forms  of  capital 
subsidy,  but  also  continued  operating  subsidies.  The  second  is  more 
limited,  and  justifies  only  a  capital  subsidy,  preferably  in  a  form  con- 
taining some  incentives  for  efficiency.  The  Small  Business  Adminis- 
tration has  a  special  program  of  loans  for  OSHA  compliance  which 
may  ease  the  differential  impact  on  small  firms. 

F.  Effects  of  Regulatory  Changes  ox  Employees  of  Regulated 

Firms 

With  deregulation  and  entry  of  new  competitors,  some  firms  may  be 
incapable  of  functioning  in  the  new  environment,  with  adverse  effects 
on  employment  and  income  of  their  workers. 

Offsetting  these  possible  negative  effects  on  particular  groups  of 
employees,  deregulation  which  reduces  monopoly  power  and  lowers 
prices  is  likely  to  increase  total  industry  production  and  employment. 
Shifts  in  environmental  or  safety  and  health  regulations  can  also  in- 
duce changes  in  output  and  adversely  affect  employment.  For  example, 
if  a  fee  approach  more  effectively  internalized  pollution  damages  than 
present  regulations,  its  implementation  could  decrease  output  and  em- 
ployment in  pollution-intensive  industries.33  But  if  compliance  costs 
are  thereby  lowered,  workers,  as  well  as  investors,  will  gain. 

Certainly,  it  is  improbable  that  individual  workers  will  be  able 
accurately  to  forecast  the  risk  of  deregulation  or  other  regulatory 
changes,  or  predict  the  likelihood  that  a  particular  employer  will  not 
fare  well  in  the  new  environment.  That  inability  possibly  could  justify 
payment  of  some  temporary  adjustment  assistance,  though  alter- 
Datively  the  problem  might  be  left  to  standard  unemployment  insur- 
ance if  that  was  considered  adequate.  Workers  may  have  acquired  skills 
which  are  only  useful  in  certain  firms  or  industries.  Demise  of  a  firm 
could  destroy  the  value  of  that  acquired  talent.  Stockholders  are  not  so 
dependent,  since  by  contrast  relatively  few  individuals  or  institutions 
hold  the  major  share  of  their  wealth  in  a  single  investment  in  one  firm 
or  indusl  ry. 


»  gee  Charles  River  Associates.  "Imperfections  in  the  Venture  Capital  Market  Paced 
by  Small  Technology  Based  Firms,"  National  Bureau  of  Standards — Experimental  Tech- 
nology incentives  Program,  1976. 

i  his  could  be  offset  by  lowered  costs  due  to  cost-effective  abatement. 
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t.  Possible  wage  Josses  from  den  gulaiion 

The  possibility  that  economic  regulation  lias  contributed  to  union 
ftrengtn  and  wage  gain  poses  particularly  difficult  problems  of 
ransition.  The  high  returns  of  regulated  firms  may  present  attractive 
argets  for  union  wage  demands.  Managements  will  be  more  willing 
o  giant  high  wages,  confident  that  competitors  will  be  forced  to 
:harge  uniform  high  prices.  If  regulation  bars  or  restricts  entry,  new 
lonunion  firms  will  be  unable  to  enter  and  undermine  the  positions 
>f  the  unions  and  their  members.  By  limiting  the  number  of  firm-  in 
:he  industry,  regulation  also  simplifies  the  task  of  union  organiza- 
tion. If  profits  are  constrained  by  price  or  rate  of  return  regulations, 
inns  may  attempt  to  take  some  of  their  potential  returns  in  non- 
pecuniary  forms,  such  as  greater  benefits  for  workers  which  ease  the 
:ask  of  labor  relation-. 

For  some  or  all  of  these  reasons,  workers  may  have  a  substantial 
nterest  in  maintaining  the  status  quo,  at  least  concerning  economic 
regulation.  That  may  be  so,  even  though  higher  costs  of  unionized 
inns  induce  increased  production  by  competitors  both  within  and 
vvithout  the  regulated  sector.  Also  labor  union  officials  have  an  interest 
m  maintaining  an  industry  structure  conducive  to  organization.  So  too, 
unions  will  want  to  assure  the  survival  of  firms  with  which  they  have 
•earned  to  deal,  and  so  may  quite  reasonably  wish  to  maintain  entry 
t*estrictions. 

In  addition,  there  is  some  evidence  that  workers  in  some  regulated 
industries  have  obtained  high  relative  wages.  Table  6-2  compares  the 
compensation  paid  by  regulated  and  unregulated  truckers  in  1972. 
These  data  indicate  that  the  regulated  class  I  carriers  (revenues  of 
il-$5  million)  paid  over  30  percent,  and  regulated  class  II  carriers 
(revenues  between  $300,000  and  $1,000,000)  paid  about  33  percent, 
greater  compensation  than  unregulated  firms  in  each  category.  The 
evidence  is  only  indicative.  First,  the  quality  of  labor  employed  in 
the  two  sectors  may  differ.  The  unregulated  sector  includes  ware- 
houses and  intra-city  transfer  firms  which  are  lower-paid  occupations 
even  at  union  wage  scales.  In  addition,  the  Teamsters  have  organized 
drivers  of  some  unregulated  truckers  and  obtained  the  same  wages 
as  paid  by  regulated  common  carriers.  Thus  regulation  is  clearly  but 
one  potential  element  in  determining  wage  differentials. 

rABLE  6-2.  AVERAGE  ANNUAL  EMPLOYEE  COMPENSATION  IN  REGULATED  AND  UNREGULATED  TRUCKING,  1972 » 

Percent  by  which 

regulated  exceeds 

Regulated  Unregulated  unregulated 

Class  I  property  (revenue  $1,000,000  to  $5,000,000) $11,099  $8,504  30.5 

3lass  II  property  (revenue  $300,000  to  $1,000,000)..- 10,033  7,566  32.6 

1  The  average  revenue  for  the  larger  unregulated  carriers  (revenues  over  $1,000,000)  was  $1,750,000,  so  they  are  com- 
pared with  regulated  carriers  with  revenues  between  $1,000,000  and  $5,000,000. 

Sources:  Unregulated:  U.S.  Bureau  of  the  Census,  Census  of  Selected  Service  Industries,  1972,  "Subject  Series  Non- 
'egulated  Motor  Carriers  and  Public  Warehousing"  S(72-S-7)  (C.P.O.  1975).  Regulated:  Interstate  Commerce  Commis- 
sion, "Transport  Statistics  of  the  United  States,"  year  ended  Dec.  31,  1972,  pt.  7,  Motor  Carriers,  releases  2  and  3. 

Gains  due  to  unionization  or  other  factors  cannot  readily  be  dis- 
tinguished from  benefits  due  to  the  union-regulation  interaction  dis- 
cussed above.  The  gains  may  have  little  to  do  with  regulation,  but 
instead  be  attributable  largely  to  effective  union  activity. 
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G.  Impacts  ox  Regional  Distribution  of  Production 

Xew  regulatory  approaches  in  many  areas  are  unlikely  to  cause 
major  shifts  in  the  regional  distribution  of  production;  changes  would 
occur  only  to  the  extent  that  regulation  significantly  affected  relative 
transportation  costs  in  various  areas,  or  changed  other  incentives  in- 
fluencing the  choice  of  location.  Generally,  Federal  regulation  has 
fairly  uniform  effects  geographically  and  so  would  be  unlikely  to 
cause  substantial  shifts. 

However,  milk  marketing  orders,  natural  gas  regulation  and,  in 
some  cases,  EPA  regulation  probably  do  have  substantial  differential 
effects  on  some  locations.  Milk  marketing  orders  and  regulations  affect 
the  regional  production  distribution  in  two  basic  ways.  First,  prices 
throughout  most  of  the  country  are  based  on  the  "Minnesota- 
Wisconsin"  base  price,  plus  an  allowance  which  is  general lv  believed 
to  more  than  cover  transportation  costs.  As  Minnesota  and  Wisconsin 
are  the  most  efficient  milk  producing  areas  in  the  country,  this  system 
guarantees  that  producers  in  other  areas  can  meet  competition  from 
these  lower  cost  region.  Because  of  this  the  "M-W"  base  system,  high 
cost  production  in  states  such  as  Florida  and  Arizona  is  increased, 
and  Minnesota- Wisconsin  production  is  lowered  below  what  it  might 
otherwise  be;  as  a  result  total  costs  of  milk  production  are  raised. 
These  impacts  have  surely  increased  in  recent  years  as  the  technology 
for  shipping  and  storing  milk  has  improved. 

Second,  regulations  reducing  incentives  to  market  reconstituted  and 
filled  reconstituted  milk  (rehyclrated  dried  milk  with  added  nondairy 
fat)  have  similar  effects.  Such  milk  is  potentially  much  more  palatable 
than  home-reconstituted  powdered  milk;  and  is  considerably  cheaper 
than  fresh  milk,  with  cost  savings  perhaps  on  the  order  of  42  cents 
per  gallon  in  1976  dollars,  or  almost  20  percent  less  than  current  retail 
prices.  Recently,  Arcadia  Dairies  sold  reconstituted  milk  in  North 
Carolina  at  a  price  20  cents  per  gallon  less  than  fresh  milk.  Sellers  of 
commercially  reconstituted  milk  must  pay  a  penalty,  essentially  equal 
to  the  differential  between  their  costs  and  the  price  of  drinking  milk. 
They  thus  have  little  incentive  to  market  these  products.  Much  of  the 
dried  milk  that  would  be  used  in  such  products  would  come  from  the 
low  cost  Minnesota-Wisconsin  area.  The  regulations  thus  further  de- 
press production  in  the  Upper  Midwest,  in  addition  to  reducing  overall 
consumption. 

Relaxing  the  regulations  would  encourage  importation  of  milk 
from  Minnesota  and  Wisconsin  and  depress  production  elsewhere. 
Land  values  in  the  upper  midwest  would  rise,  and  dairy  farmers  in 
Florida  and  other  (particularly  Southern)  areas  would  lose;  some 
would  undoubtedly  go  out  of  business.  Except  to  the  extent  that  regu- 
lation  strengthens  the  market  power  of  agricultural  cooperatives,  dairy 
farmers  in  the  high  cost  areas  probably  do  not  make  abnormally  high 
returns.  Whether  or  not  they  do,  changing  regulation  to  allow  more 
importation  from  outside  the  region  would  impose  capital  losses  on 
farmers  in  the  high  cost  areas  and  a  shift  in  production.  Because  of 
the  hardships  to  some  farmers  during  the  transition,  any  relaxation 
should  ho  gradual.  Yet  maintaining  the  present  regulations  effectively 
deprives  farmers  and  other  landowners  in  Minnesota  and  Wisconsin 
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:>f  the  fuli  value  of  their  properties,  not  to  mention  raising  costs  and 
depriving  consumers  of  the  potentially  very  substantial  benefits  from 
Commercially  reconstituted  milk. 

Natural  gas  provides  another  example  of  regional  impart.  Since  in- 
trastate sales  of  natural  gas  are  presently  not  subject  to  FERC  regu- 
lation, producers  have  incentives  to  make  greater  supplies  available  to 
the  intrastate  market.  One  result  lias  apparently  been  increased  lo- 
cation of  heavy  gas  users,  such  as  chemical  producers,  within  produc- 
ing states.  Relaxation  of  price  regulation  or  imposing  regulation  on 
intrastate  sales  would  alter  that  situation.  Intrastate  users  would  lose 
while  others  would  gain.  The  bias  toward  intrastate  sales  would  be 
eliminated ;  over  a  period  of  time  some  gas  using  industries  would  shift 
out  of  gas  producing  states  as  the  gas  price  differential  would  decrease. 
Regulation  of  prices  for  intrastate  sales  under  the  Natural  Gas  Policy 
Act  of  1078  should,  over  time,  tend  to  alleviate  these  effects. 

The  regional  distribution  of  coal  production  could  be  also  affected 
by  shifts  in  EPA  sulfur  and  particulate  emission  standards.  A  relaxa- 
tion of  sulfur  standards  would  increase  production  of  high  sulfur  coals, 
shifting  the  balance  of  production  and  discouraging  the  development 
of  lower  sulfur  coals.  Similarly,  relaxation  of  particulate  standards 
would  encourage  production  of  Western  coal  at  the  expense  of  Eastern 
and  Midwestern  coals.  Shifts  in  regulatory  approach,  such  as  from 
standards  to  taxes,  need  not  have  such  effects;  out  since  they  cannot 
be  predicted  with  certainty,  some  impact  is  likely. 

Regional  impacts  are  still  another  source  of  vested  interests  which 
are  likely  to  oppose  major  changes  in  regulatory  approaches.  In  addi- 
tion, if  negative  regional  effects  are  concentrated,  regional  spillover 
and  multiplier  effects  (as  of  the  closing  of  a  number  of  plants)  could 
justify  special  adjustment  assistance  or  other  forms  of  temporary 
subsidy,  as  discussed  below. 

H.  Mitigating  axd  Reducing  the  Impact  of  Regulatory 

Changes  on  Small  Communities  and  Other  Groups 

Small  communities  are  of  concern  for  two  reasons.  First,  under  pres- 
ent regulation  they  may  benefit  from  cross-subsidized  service,  a  major 
declared  advantage  of  present  regulation.  Second,  small  communities 
may  be  especially  dependent  on  one  or  a  few  plants,  firms,  or  indus- 
tries. Any  regulatory  change  which  adversely  affects  these  critical 
sources  of  income  and  employment  could  injure  the  entire  community. 
Larger  communities  are  more  likely  to  be  diversified,  and  thus  more 
capable  of  sustaining  such  changes.  While  small  communities  are  thus 
susceptible  to  particular  impact,  they  are  not  in  that  regard  unique. 
Many  regulatory  changes  will  significantly  impact  the  groups  most 
dependent  on  present  regulation. 

In  telecommunications,  less-than-truekload  freight,  and  air  trans- 
portation, the  unit  costs  of  serving  small,  as  compared  with  large,  com- 
munities are  often  higher.34  These  higher  costs  are  generally  due  to  the 
existence  of  significant  fixed  cost  relative  to  the  small  size  of  the  poten- 
tial market.  The  number  of  planes  demanded  by  local  service  carriers 
3r  for  similar  operations  may  be  too  small  to  permit  low  cost  produc- 


34  On  airlines  see  Theodore  Keeler.  op.  eit..  and  Civil  Aeronautics  F.oard  "Report  Task 
Force  on  Service  to  Small  Communities,"  May  18,  1976,  Appendix  C,  pp.  3-4. 
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tion  of  suitable  craft.  But  other  factors  raise  the  costs  of  local  service 
carriers,  including  high  labor  costs  and  FAA  regulations.35  However  il 
appears  that  small  communities  can  be  served  at  lower  cost  by  com- 
muter airlines  operating  small  planes. 

With  substantial  deregulation  and  without  subsidy,  individuals  h 
certain  small  communities  might  pay  higher  prices  for  a  given  quality 
of  service.  If  unit  cost  exceeded  the  price  consumers  were  willing  to  pa^ 
for  any  level  of  service,  then  an  unregulated  industry  would  discon- 
tinue service  unless  a  subsidy  were  granted.  While  this  would  (in  the 
absence  of  external  effects)  be  economically  efficient,  it  may  not  be 
politically  viable. 

Similarly  abandonment  of  rail  service  to  some  small  communities 
might  have  disruptive  social  impacts,  cause  high  unemployment  and 
damage  other  business  and  consumer  interests.  Without  regulation  or 
legal  sanction,  such  factors  are  unlikely  to  be  critical  in  railroad 
abandonment  decisions.  Thus,  a  vital  policy  question  is  whether  the 
financial  responsibility  should  be  local  or  federal.  Many  of  the  pur- 
ported benefits  of  providing  uneconomic  service  accrue  to  local  resi- 
dents, so  substantial  local  financing  of  any  subsidy  is  justified  on 
grounds  of  fairness  and  efficiency.  Local  governments  appear  best 
equipped  to  appraise  the  value  of  continued  service,  and  to  determine 
the  proper  size  of  subsidy,  tax  concession  or  other  incentives.  And 
further,  if  the  locality  does  not  bear  the  cost,  too  much  uneconomic 
service  may  be  requested. 

Fears  of  service  abandonment  may  be  exaggerated.  The  American 
Trucking  Associations  argues  that  price  deregulation  and  free  entry 
would  destroy  common  carrier  service  to  many  small  communities.30 
Recent  evidence  indicates  that  such  fears  have  little  basis  in  fact. 
A  study  commissioned  by  the  Senate  Committee  on  Commerce,  Science, 
and  Transportation  concluded  that  "(P) redactions  of  wholesale  elim- 
ination of  service  to  small  communities  following  deregulation  are 
completely  unsupported  by  the  data  . .  .  Rather,  it  appears  that  service 
to  small  communities  would  not  deteriorate  and  might,  in  fact,  im- 
prove under  deregulation."  37  This  study,  based  both  on  surveys  of 
carriers,  shippers  and  undetailed  statistical  data,  found  that  even  the 
smallest  communities  enjoy  frequent  common  carrier  trucking  service 
and  that  the  majority  of  the  providers  of  that  service  find  it  to  be 
desirable  business.38  This  is  quite  contrary  to  the  theory  that  regula- 
tion is  necessary  to  require  that  motor  carriers  cross-subsidize  such 
service  out  of  higher  profits  elsewhere.  Rather,  it  indicates  that  even 
under  totally  unregulated  competition,  service  would  tend  to  con- 
tinue. Thus,  not  only  is  the  notion  of  regulatory  cross  subsidization  of 
trucking  service  fo  small  communities  unsound  on  theoretical  grounds, 
because  of  service  competitions  tendering  to  uce  up  the  potential  cross-; 
subsidy  "fund"  as  well  as  the  difficulty  of  enforcement,  it  is  not  sup- 
ported by  available  evidence.  Tn  addition,  were  ICC  entry  restrictions 
relaxed,  it  is  likely  that  more  firms  would  begin  to  serve  a  number 
of  small  communities.39  Tf  there  is  in  fact  regulatory  cross-subsidiza- 


■  IMd.,  T>.  4. 

"American    Trucking    Associations,    "Tim    Case    Against    Deregulation,"    op.    clt.,    ppJ 

37  The  Impad    on    Small   Communities  of  Motor  Carrier   Regulatory   Revision,   op.   clt.    p. 
•»ThW„  p.  S9. 
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fton  of  service  to  smaller  communities,  the  data  should  indicate  rela- 
ively  lower  quality  of  service  to  the  very  smallest  and  presumably 
nost  costly  communities,  especially  considering  the  very  limited  use 
)f  resources  by  the  ICC  to  enforce  these  common  carrier  "obligations." 
The  data  do  not  indicate  this  to  be  the  case,  as  in  fact  the  perceived 
jua'lity  of  service  to  the  very  smallest  communities  is  not  significantly 
iiti'erent  than  that  received  by  larger  "small"  communities.40  Shippers 
n  small  communities  do  use  a  relatively  high  proportion  of  joint  dine 
traffic  (that  is,  traffic  which  moves  by  a  series  of  connecting  motor 
,'arriers)  than  do  larger  communities,  and  there  are  suggestions  in  the 
lata  that  some  joint-line  rates  are  cross-subsidized  out  of  single-line 
-ates.41  Thus,  under  deregulation,  it  would  seem  that  some  small  com- 
nunities  might  be  harmed  by  an  increase  in  joint-line  rates.  This  need 
lot  be  the  case,  as  the  evidence  for  cross-subsidization  is  far  from 
sonclusive.  And,  without  ICC  restrictions  on  routes,  commodities,  and 
sptry,  motor  carriers  would  be  better  able  to  rationalize  their  opera- 
tions, and  cover  broader  territories,  allowing  more  frequent  offering 
)f  the  preferred  single  line  service  to  small  communities.  Thus,  there 
is  very  little,  if  any,  evidence  of  actual  cross-subsidization  of  trucking 
service  to  small  communities  and  even  less  indication  that  such  service 
would  significantly  deteriorate  in  the  absence  of  regulation.  In  air 
:ravel.  routes  which  do  not  cover  direct  costs  will  not  necessarily  be 
ibandoned.  Feeder  routes  to  small  towns  generate  traffic  for  continuing 
Bights,  and  customers  preference  for  single  line  flights  provides  a  sub- 
stantial incentive  to  maintain  much  apparent!)/  uneconomic  service.42 
In  addition,  uneconomic  service  cannot  be  provided  without  substantial 
^xcess  profits  elsewhere  in  the  system,  but  there  is  compelling  evidence 
:hat  much  of  the  potential  profit  is  competed  away  in  scheduling  and 
service  rivalry.  Thus,  only  a  small  fund  is  available  to  subsidize  uneco- 
nomic service.43 

What,  in  fact,  is  the  likelihood  of  such  air  service  abandonments  ?  A 
study  performed  for  the  Department  of  Transportation  indicates  that 
:he  current  amount  of  unprofitable  service  is  small,  and  that  regulatory 
:hanges  would  result  in  few  airline  abandonments.44  The  CAB  Report 
p£  the  Senate  Subcommittee  on  Administrative  Practices  and  Proce- 
dures, using  data  supplied  by  the  major  airlines,  arrived  at  similar 
conclusions.47  While  a  study  sponsored  by  the  Air  Transport  Associa- 
tion of  America  45  predicted  wholesale  abandonments  following  de- 
regulation, a  detailed  GAO  evaluation  based  on  analyses  by  leading 
lirline  experts  concluded  that  the  ATA  study  was  invalid.46 

Where  abandonments  did  occur,  several  approaches  could  be  taken  to 
nitigate  the  impacts  of  changes.  Especially  rail  service  abandonments 
?ould  be  constrained  in  cases  of  high  community  dependence,  and  serv- 


40  Ibid.,  p.  12.S. 

41  Ibid.,  p.  123. 

*2  See  Civil  Aeronautics  Board  Practices  and  Procedures:.  Report  of  the  Subcommittee 
ui  Administrative  Practice  and  Procedures,  Committee  on  the  Judiciary,  I'.S.  Senate.  i:t7.~<. 
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43  Ibid.,  pp.  63-6S. 

41  See  Simat,  Hellieson,  and  Eichner,  "The  Transition  to  a  Less-Resrulated  Environ- 
ment." 1070). 

45  Air  Transport  Association  of  America,  "Consequences  of  Deregulation  of  the  Scheduled 
k\v  Transport  Industry,"  April  1975. 

46  General  Accounting  Office.  Comments  on  the  Study  "Consequences  of  Deregulation  of 
:he  Scheduled  Air  Transportation  Industry."  CED-77-38,  1977. 

17  "CAB  Administrative  Practices  and  Procedures,"  op.  cit.  Also  see  Theodore  Keeler.  op. 
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ice  maintained  by  public  subsidy  as  is  now  provided  under  the  RRKIl 
Act.  Requiring  prior  announcement  of  abandonment  plans  would  also 
allow  time  for  adjustment.  Plants  and  workers  could  be  slowly  phased 
out,  alternative  transport  modes  sought,  and  political  support  for  pub- 
lic subsidy  determined.  If  Federal  subsidies  were  found  necessary  and 
desirable,  they  could  be  provided  on  a  matching  (or  other  sharing) 
basis. 

To  encourage  efficiency,  the  availability  of  Federal  funds  could  be 
contingent  on  holding  competitive  service  auctions  in  which  service 
contracts  are  granted  to  firms  requiring  the  smallest  total  subsidy. 
Such  plans  have  been  proposed  to  provide  airline  service  to  small 
communities.  The  CAB  stalf  report  on  small  community  service  rec- 
ommended experimentation  with  a  "low  bid  system.*' 48  Under  this 
proposal  subsidized  service  would  have  been  provided  in  selected  low 
density  city-pair  markets.49  Minimum  service  quality  would  be  speci- 
fied and  rates  would  be  fixed  for  a  time  to  be  determined  by  rule- 
making.50 Significantly,  local  community  matching  funds  would  be 
required  at  an  increasing  rate,  over  time.  This  plus  limitations  on 
maximum  subsidized  service  would  have  placed  a  ceiling  on  subsidy 
costs.  Procurement  would  have  been  by  low-bid  without  CAB  hear- 
ings.51 

Recently,  the  Civil  Aeronautics  Board  stall'  renewed  proposals  for 
a  contract  subsidy  program.52  Subsidy  amounts  would  be  based  on  the 
estimated  cost  of  commuter  airlines  provision  of  specified  amounts 
and  types  of  service,53  not  on  the  actual  costs  of  providing  service. 
This  would  tend  to  prompt  efficiency,  and  reduce  perverse  incentives 
to  expand  service  amounts  and  "quality."  There  would  be  some  risk 
that  differential  costs  would  not  be  duly  recognized,  but  eliminating 
carrier  influence  over  the  subsidy  amount  appears  vital.  Carriers 
would  be  selected  in  a  two-tier  solicitation  system.54  First,  solicitation 
would  be  open  to  carriers  serving  that  certain  community,  points  in 
the  same  state,  or  the  relevant  "hub"  airport,55  The  second  round 
would  include  solicitation  by  any  qualified  carrier.  This  would  not 
necessarily  result  in  minimum  cost  but  would  give  some  preference 
to  carriers  with  experience  in  dealing  with  local  market  conditions. 
It  is  not  clear  why  the  expected  ability  of  such  carriers  to  achieve  low 
bids  would  not  result  in  the  due  degree  of  "preference"  under  a  low- 
bid  procurement  system.  But  low  bid  systems  were  reportedly  con- 
sidered undesirable  by  98  percent  of  those  commenting  to  the  CAB.5G 
Commuter  airlines,  who  were  prominent  among  those  commenting, 
may  have  feared  losses  to  larger  carriers  under  a  low-bid  system.  And 
local  community  officials  may  have  been  concerned  about  service 
deterioration. 

Potential  selection  criteria  would  have  included  FAA  safety  ap- 
proval, experience  in  operation,  and  extent  of  operation  in  the  region. 
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CAB  stall'  indicated  thai  in  seven  years  this  program  could  reduce 
annual  subsidy  costs  from  $40  million  to  $18  million.  Much  of  this 
saving  would  result  from  basing  subsidies  on  the  costs  of  providing 
the  specified  service  and  not  on  the  "system  need''  for  revenues  of  the 
local  service  carriers.  Essentially  this  is  the  approach  of  the  recently 
adopted  "Airline  Deregulation  Act  of  L978."  While  continuing  the 
previous  subsidy  program  for  a  term  of  years,  the  statute  authorizes 
that  new  programs  will  be  based  on  community,  rather  than  carrier, 
needs.57 

Loss  of  scheduled  air  service  is  not  likely  to  result  in  widespread 
or  severe  community  disasters;  if  it  were,  local  groups  would  have 
strong  incentives  to  provide  subsidy.  But  some  shifts,  such  as  losses 
of  plants,  may  cause  severe  impacts.  In  such  cases  adjustment  assist- 
ance may  be  appropriate.  As  noted  above,  the  Trade  Act  of  1974  pro- 
vides for  such  assistance  to  communities.  Another  precedent  is  found 
in  the  Department  of  Defense'.^  program  to  assist  communities  affected 
by  the  closing  of  a  military  installation.'8  Established  in  1970,  the  pro- 
gram's intent  is  stated  as  ;;.  .  .  to  utilize  state  and  local  resources. 
in  addition  to  federal  resources,  to  create  new  private  sector  jobs  and 
to  reduce  the  community's  dependence  on  Defense  activities."  59  As 
DOD  concluded,  base  closing  can  have  severe  community  impacts: 

Between  1971  and  1974,  124.000  defense  jobs  were  lost  through  base  closings. 
Only  about  half  of  51,000  workers  who  had  lost  their  jobs  during  the  two  years 
ending  in  October  1975  had  found  new  employment  by  the  end  of  that  period. 
The  communities  involved  still  suffered  from  depressed  real  estate  markets,  high 
unemployment,  and  low  retail  sales  two  years  after  those  base  closings.  Some 
communities  have  made  a  successful  conversion  to  a  civilian  economy,  and  at 
least  some  declare  they  will  be  better  off  in  the  long  run.  Nonetheless,  the  three- 
inch-thick  final  environmental  impact  statement  prepared  by  the  Air  Force  for  a 
proposed  military  base  reduction  involving  inactivation  of  a  bombardment  wing 
(with  its  supporting  operations  and  maintenance  squadrons)  estimated  the 
following  initial  effects,  the  loss  of  62  percent  of  the  military  and  civilian  em- 
ployees at  the  base  would  reduce  population  in  the  impact  area  by  20  percent ; 
one  community  in  the  area  would  lose  65  percent  of  its  population.  A  drop  in 
retail  sales  of  6.5  percent  would  be  expected,  with  a  sales  tax  loss  of  $346,000.  The 
housing  market  would  be  affected  severely  with  a  rise  in  the  vacancy  rate  from 
3  percent  of  14.5  percent  and  the  unemployment  rate  would  rise  from  12.2  to  22 
percent.60 

Between  March  1970  and  March  1973  the  interdepartmental  eco- 
nomic adjustment  committee  established  by  the  PrCvsident  aided 
seventy  impacted  communities  in  thirty-four  states  and  Puerto  Rico. 
From  1975  through  1977  forty-one  projects  were  funded  in  twenty 
states  and  Puerto  Rico.  Total  funding  rose  from  $28.4  million  in 
FY  1973  to  $114.1  million  in  FY  1976.  Much  of  the  defense  spending 
component  was  spent  in  reducing  losses  from  the  disposal  of  homes 
of  military  and  civilian  personnel.  This  spending  is  perhaps  more  in 
the  nature  of  compensation  than  adjustment  assistance  per  se.  Non- 
defense  agencies  have  provided  $335  million,  GO  percent  of  which  has 
gone  for  capital  improvements  and  19  percent  for  business  develop- 


37  Pub.  L.  05-504.  95th  Con??..  2d  sess.  (1078). 

"American  Enterprise  Institute,  "Military  Base  Closings:  Benefits  for  Community 
Adjustment,"  Washington,  D.C.  :  American  Enterprise  Institute.  December  1977.  p.  5. 

»  Department  of  Defense  fact  sheet  of  December  107o.  enclosure  to  letter  to  Chairman 
John  C.  Stennis  of  the  Senate  Committee  on  Armed  Services  from  Major  General  Ralph  J. 
Maglione.  director,  Legislative  Liaison,  Department  of  the  Air  Force.  Mar.  10.  1976. 
Cited  in  Ibid.,  p.  5. 

60  Ibid.,  p.  3  (footnotes  deleted). 
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ment.61  Legislation  was  considered  in  the  95th  Congress  to  expand  and 
formalize  the  aid  process.62  The  rationale  for  such  assistance  appears 
generally  sound  in  that  base  closings  are  distinct  and  identifiable  gov- 
ernment decisions  undertaken  to  yield  public  benefits  and  many  of  the 
effects  can  be  clearly  identified.  Attributing  community  harm  to  regu- 
latory impacts  would  often  be  more  difficult.  Extension  of  assistance  to 
the  regulatory  areas  could  lead  to  extended  debate  over  just  what,  for 
example,  "caused  the  plant  to  close."  Considering  business  concern 
with  regulatory  compliance  costs,  there  would  probably  be  numerous 
specious  claims. 

However,  if  assistance  is  aArailable,  communities  might  be  less  likely 
to  resist  base  closings — or  in  the  regulatory  arena,  oppose  or  impede 
changes — and  pending  legislation  would  earmark  10  percent  of  the  esti- 
mated defense  savings  over  a  ten  year  period  for  community  assist- 
ance.63 This  might  lower  resistance  to  closings  but  would  also  make 
having  a  base  a  less  risky  proposition  and  could  increase  pressures  for 
irrational  and  uneconomic  patterns  of  base  location.  As  with  all  com- 
pensation systems  such  resistance  can  reduce  incentives  speedily  to 
adjust  and  increase  the  cost  of  regulatory  changes. 

Gradual  movement  toward  a  new  regulatory  environment  would 
eliminate  or  reduce  many  problems.  In  the  economic  arena,  allowing 
a  widening  band  of  price  flexibility  would  slowly  confront  small  com- 
munities with  rising  rates.  This  would  signal  alternative  suppliers 
that  market  entry  might  become  profitable.  Impacted  employers  would 
contract  more  slowly  and  worker  and  civic  adjustment  would  be  eased. 

I.  Anti-Trust  Policy  During  the  Transition  to  Xew 
Arrangements 

To  a  noteworthy  extent,  the  regulated  industries  have  been  exempted 
from  anti-trust  laws  on  the  theory  that  regulation  takes  the  place  of 
competition.  In  the  event  of  either  deregulation  or  significant  relaxa- 
tion of  regulation  controls,  the  anti-trust  laws  would  assume  a  far 
more  prominent  role  in  those  areas.64  The  major  thrust  of  return  of 
economic  regulation  is  to  allow  competitive  forces  to  impose  low  costs 
and  eliminate  excessive  profits.  A  pre-eminent  purpose  of  anti-trust 
laws  is  to  maintain  such  an  environment  by  ensuring  competitive  be- 
havior. Thus  deregulation  would  impose  greater  responsibility  on  anti- 
trust enforcement,  and  both  the  FTC  and  the  Justice  Department's 
Antitrust  Division  would  require  increased  staff  and  budgets. 

For  example,  one  of  the  most  potentially  significant  changes  follow- 
ing full  or  partial  deregulation  would  be  the  repeal  of  the  Reed-Bul- 
winkle  Act,  which  now  exempts  transportation  rate  bureaus  from 
antitrust  restraints.  That  would  follow,  because  it  would  certainly  be 
inconsistent  to  eliminate  regulatory  rate  controls,  but  allow  competing 
ca  riiers  to  continue  to  agree  among  themselves  on  rates. 


"  [bid.,  p.  B 

"The  bills  Include  S.  1901  introduced  by  senators  Griffin  and  Rlegle.  The  legislation  was 
not  adopted. 

•■    LOC   Clt.,    p.    11. 

'•'  This  is  not  to  say  that  antitrust  monitoring  Intervention  and  enforcement  is  not 
appropriate  under  present  arrangements.  Though  constrained  by  exemptions,  antitrust  can 
help  to  limit  agency  protectionist  tendencies.  The  Federal  Trade  Commission  and  the 
Antitrust  Division  of  the  Departmenl  of  Justice  have  active  programs  of  Intervention 
i  efore  agencies  Including  the  ICC,  cat.,  and  FMC. 
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Anti-trust  could  play  a  major  role  in  preventing  predatory  pr 
or  highly  concentrated  industries,"  about  which  some  critics  of  de- 
regulation have  expressed  concerns.  Yet  neither  result  appears  likely. 
Predation  is  generally  not  a  rational  policy  if  easy  entry  exists,  be- 
cause it  involves  the  predatory  linn  in  sustaining  present  losses  in  ex- 
change for  future  profits;  since  entry  is  easy,  such  prospective  profits 
usually  will  not  be  sufficiently  great  to  justify  initial  losses.  Predation 
would  be  particularly  unlikely  in  an  unregulated  trucking  or  airline 
industry  where  the  intended  victim  could  simply  shift  to  other  routes 
while  the  predatory  prices  prevailed  and  shift  back  whenever  they 
ended.  Even  if  a  predatory  policy  is  adopted  in  spite  of  its  self-defeat- 
ing nature,  the  antitrust  laws  would  be  available  as  a  remedy. 

The  prospect  of  large  increases  in  concentration  also  seems  remote, 
provided  that  the  deregulated  industries  are  subject  to  the  merger 
laws,  which  are  very  stringent  today  with  respect  to  horizontal  acqui- 
sitions among  competing  firms.  Mergers  among  any  of  the  trunk  air- 
lines would  probably  be  illegal  as  would  mergers  between  major  com- 
peting truckers.  In  the  absence  of  horizontal  mergers  and  with  few 
advantages  to  be  gained  from  large  size,  it  is  improbable  than  any  im- 
portant increase  in  concentration  in  the  airline  or  truck-load-lot  truck- 
ing industry  would  occur. 

However,  there  are  advantages  of  large  size  in  the  terminal  opera- 
tions of  less-than-truekload  motor  carriers.  Even  if  mergers  were  to 
be  prevented  in  those  areas,  some  increase  in  concentration  could  still 
result  from  ordinary  competition.  And  that  may  not  be  undesirable  if 
lower  cost  and  prices  occur.  Should  that  happen,  entry  would  still  be 
generally  easy  so  any  concentrated  parts  of  the  trucking  industry 
would  not  have  much  market  power.  By  contrast,  there  can  be  no  doubt 
that  present  truck  rates,  mutually  agreed  upon  among  carriers  and 
subject  to  ICC  enforcement,  may  involve  monopoly  pricing. 

Conglomerate  or  vertical  expansions  might  be  of  some  concern 
though  it  is  not  apparent  that  deregulation  would  move  them  more 
likely.  Deregulation  could  lessen  tendencies  for  airlines  to  engage  in 
conglomerate  acquisitions  because,  with  entry  restrictions  relaxed, 
lines  might  find  it  easier  to  invest  capital  in  their  primary  industries. 
But  the  overall  effect  will  depend  on  the  expected  risk  and  profitabil- 
ity of  investment  in  airlines.  These  effects  will  differ  among  lines. 
vertical  mergers — such  as  an  airline  acquisition  of  an  aircraft  manu- 
facturer— would  continue  to  be  of  concern  just  as  at  present. 

J.  Monitoring  the  Impact  of  Xew  Regulatory  Arrangements 

As  previously  discussed,  substantial  fears  as  well  as  real  and  im- 
agined uncertainties  surround  most  significant  regulatory  chai 
Small  communities  are  concerned  about  loss  of  air  and  freight  service, 
and  carriers  with  a  vested  interest  in  existing  arrangements  play  upon 
these  fears.  There  is  also  substantial  uncertainty  about  future  industry 
structure  and  performance  under  the  new  arrangements.  Will  com- 
petition be  active  among  firms  long  accustomed  to  cooperation  \  Absent 
regulatory  protections,  will  consumers  function  effectively  in  the  new 


K>  American    Trucking   Associations,    "Transportation — Regulation   or   Disaster?"    Wash- 
ington, D.C.,  undated,  p.  6. 
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environment?  So  too,  much,  of  the  effectiveness  and  cost  of  new  health, 
safety  and  environmental  approaches  are  uncertain  and  merit 
scrutiny.  To  some  extent,  government  must  monitor  the  impact  of  new 
regulatory  arrangements  particularly  during  transition  stages. 

Preferably,  such  monitoring  should  not  exclusively  be  the  responsi- 
bility of  the  original  regulatory  commission  :  the  staffs  of  particularly 
industry- specific  commissions  may  identify  with  and  have  some  degree 
of  vested  interest  in  the  older  regulatory  arrangements.  On  the  other 
hand,  the  commissions  (and  other  regulatory  bodies)  generally  have 
substantial  industry  expertise,  and  so  should  play  a  role. 

The  Justice  Department's  Antitrust  Division  and  the  Federal  Trade 
Commission  also  will  have  a  role,  since  both  have  well  established 
experience  and  capability  in  the  areas  of  competitive  effects  and  con- 
sumer protection. 

Alternatively,  monitoring  might  be  done,  at  least  in  part,  by  an 
independent  body,  which  could  be  established  by  legislation.  Some  ad- 
vantages would  accrue  from  having  one  group  monitor  impacts  in  a 
variety  of  areas:  many  of  the  issues — competition,  discrimination, 
service  adequacy — are  similar.  But  it  is  difficult  to  believe  that  one 
agency  could  effectively  deal  with  detailed  substantive  problems  in 
fields  as  diverse  as  occupational  safety  and  health  and  motor  carrier 
regulation. 

Whatever  the  institutional  structure  and  location  of  the  monitor- 
ing effort,  it  must  be  based  on  detailed  understanding  of  the  affected 
industries  and  activities.  By  the  nature  of  their  tasks,  the  monitors 
must  have  access  to  accurate  and  current  data,  and  so  should  have 
appropriate  investigative  powers  as  well  as  resources  to  gather  and 
process  information.  By  statute,  monitors  could  be  authorized  to  inter- 
vene in  proceedings. 

Periodic  or  continuing  monitoring  of  the  effects  of  new  arrange- 
ments may  be  a  key  defense  against  the  establishment  of  new  vested 
interests  and  socially  useless  regulations.  As  discussed  above,  chang- 
ing circumstances  have  frequently  altered  the  appropriateness  and 
effects  of  regulations.  Monitoring  coupled  with  vigorous  Congressional 
oversight  could  help  alleviate  such  problems. 

The  monitors  should  also  address  efficacy  of  achieving  regulatory 
goals  and  the  ongoing  appropriateness  of  these  goals.  At  intervals  the 
desirability  of  present  arrangements  could  be  evaluated  and  compared 
with  alternatives.66 


■«  Soe  General  Accounting  Office  Effects  of  Proposed  Rules  and  Legislative  Actions  on 
Competition  Can  Be  Analyzed,  OPA-758,  May  17,  1975. 


(  iiapter  Seven 

THE  ROLE  OF  THE  ADMINISTRATIVE  CONFERENCE  IN 
REFORMING  REGULATION* 

This  chapter  discusses  the  past,  present  and  possible  future  role  for 
the  Administrative  Conference  of  the  United  States  (ACUS)  in  con- 
tributing to  the  improvement  of  the  regulatory  and  administrative 
process. 

The  Administrative  Conference  is  a  small,  independent  federal 
agency  created  in  1964,  and  activated  in  1968,  after  many  years  of 
experimentation  with  temporary  conferences  and  study  commissions. 
Its  function  is  to  study  and  make  recommendations  and  to  exchange 
information  in  order  to  reduce  inefficiency,  delay  and  unfairness  in  ad- 
ministrative proceedings.  It  has  no  ongoing  operating  program  of  fixed 
dimensions  other  than  to  "study  the  efficiency,  adequacy,  and  fairness 
of  the  administrative  procedure  used  by  administrative  agencies  in 
carrying  out  administrative  programs. "  x  It  was  intended  to  serve  for 
federal  administrative  agencies  functions  similar  to  those  provided 
for  the  court  system  by  the  Judicial  Conference. 

The  Administrative  Conference  has  made  useful  and  significant  con- 
tributions to  administrative  practice  and  procedure  over  the  past  ten 
years.  It  has  supported  and  sponsored  research  projects  on  a  wide  va- 
riety of  significant  issues;  it  has  adopted  over  70  formal  sets  of  recom- 
mendations, many  of  which  have  been  implemented  by  administra- 
tive bodies:  and,  in  addition  to  its  general  responsibilities  under  the 
Administrative  Conference  Act,  it  has  been  specifically  directed  by 
Congress  to  contribute  to  the  implementation  of  the  Government  in  the 
Sunshine  Act,  the  Railroad  Revitalization  and  Regulatory  Reform 
Act  (RRRR)  and  the  Magnuson-Moss  FTC  Improvements* Act. 

ACUS  also  has  responsibility  for  providing  advice  to  agencies,  com- 
menting on  legislation,  following  up  on  implementation  of  its  recom- 
mendations, and  serving  as  a  clearing  house  for  information  and  sta- 
tistics about  agency  functions  and  procedures. 

The  Administrative  Conference  is  unique  in  its  composition:  it  is 
headed  by  a  full-time  Chairman,  who  is  appointed  by  the  President 
with  Senate  confirmation  for  a  five-year  term,  and  by  a  ten-member 
Council  appointed  by  the  President  for  three-year  terms  and  drawn  in 
part  from  Federal  agencies  and  in  part  from  private  life.  Its  member- 
ship also  includes  44  high-level  representatives  designated  by  38  major 
departments  and  agencies  of  the  Federal  Government,  and  06  "public 
members,"  citizens  from  outside  the  Federal  Government  who  are  spe- 
cifically informed  with  respect  to  administrative  procedure.  The  Gov- 
ernment members  are  assured  a  small  numerical  predominance,  but 


:This  chapter  was  prepared  by  Theodore  J.  Jaeohs,  Committee  counsel. 
5  U.S.C.  574(1). 
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the  Conference  has  participation  from  private  practitioners,  academics, 
state  officials  and  others. 

The  method  of  operation  of  the  Conference  is  also  unique.  The  mem- 
bers, other  than  the  Chairman,  serve  without  compensation  beyond 
their  regular  full-time  Government  or  private  endeavors.  The  mem- 
bership, known  as  the  Assembly,  meets  in  plenary  session  at  least  once 
and  usually  twice  a  year,  and  conducts  its  business  much  like  a  legisla- 
tive body.  Proposals  are  referred  to  the  Assembly  for  action  from  the 
Conference's  Committees.  Each  Conference  member  is  assigned  to  one 
of  the  nine  standing  committees.  Committee  activities  are  supported 
by  a  small,  full-time  staff  in  the  Offce  of  the  Chairman  and  by  part- 
time  consultants,  drawn  mostly  from  law  school  faculties,  who  largely 
engage  in  the  in-depth  studies  which  form  the  basis  of  Conference 
recommendations. 

Although  the  statute  creating  the  Conference  broadly  empowers  it  to 
"study  the  efficiency,  adequacy  and  fairness  of  the  administrative  pro- 
cedure used  by  administrative  agencies,"  the  Conference  appears  to 
have  interpreted  its  role  narrowly.  For  the  most  part,  it  has  avoided 
controversy  with  the  agencies  and  involvement  with  issues  other  than 
those  lending  themselves  to  academic  legal  studies.  With  very  few 
exceptions,  it  has  not  reached  out  to  review  and  examine  the  manage- 
ment problems  of  administrative  agencies  although  it  has  had  the 
power  if  not  the  expertise  to  do  so.  It  has  not  taken  an  activist  posture 
in  dealing  with  some  of  the  persistent  problems  of  regulatory  agency 
procedure  and  management,  again  in  spite  of  the  fact  that  it  is  not 
without  power  to  examine  issues  and  to  take  stands  far  beyond  the 
confines  of  its  chosen  activities.  The  legislative  structure  of  the  Con- 
ference has  sometimes  proven  to  be  cumbersome  and  unwieldy  and 
has  contributed  to  its  caution  and  timidity.  At  the  same  time,  the 
character  of  its  membership,  its  deliberate  pace  and  the  process  of  ob- 
taining consensus  has  helped  to  give  greater  acceptance  to  the  Con- 
ference's recommendations. 

It  is  our  view  that,  within  the  confines  of  its  chosen  role,  the  Con- 
ference has  performed  adequately.  It  has  done  so  under  severely 
restrictive  resource  limitations,  and,  in  some  measure,  its  failure 
to  adopt  a  more  activist  posture  may  be  attributable  to  a  very 
limited  budget.  At  minimum,  we  endorse  the  continued  role  of  the  Con- 
ference under  its  present  mandate  and  structure,  but  with  significantly 
greater  resources. 

However,  we  recommend  that  the  Administrative  Conference  be  ex- 
panded to  enable  it  to  play  a  broadened  role  in  dealing  with  problems 
of  inefficiency,  delay,  complexity  and  burdensomeness  detailed  in  the 
six  volumes  of  this  Committee's  Study  on  Federal  Regulation.  It  should 
have  as  a  component  part  an  office  of  research  which  would  continue 
to  perform  the  research,  advisor}7,  statistical  and  educational  func- 
tions now  conducted  by  ACUS. 

It  should  also  be  authorized  to  issue  guidelines  for  the  significant 
body  of  laws  of  general  application  which  comprise  the  framework  of 
federal  administrative  law.  These  laws,  which  include  the  Administra- 
1  rve  Procedure  Act,  the  Federal  Advisory  Committee  Act,  the  Freedom 
of  Information  Act,  the  Privacy  Act  of  1974  and  the  Government  in 
the  Sunshine  Act2  apply  to  all  executive  and  independent  agencies. 

-  This  group  should  nlso  include  any  legislation  resulting  from  the  studies  conducted 
by  the  Commission  on  Federal  Paperwork  and  the  Privacy  Protection  Study  Commission. 
See  below  for  more  extensive  discussion  of  this  issue. 
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These  laws  have  common  goals  and  objectives — -fairness  in  adminis- 
trative practice  and  insuring  open  government  and  availability  of  gov- 
ernment information.  They  also  impact  on  management  of  agency 
procedures  and  on  reducing  paperwork.  At  present,  the  Office  of  Man- 
agement and  Budget  has  responsibility  for  issuing  guidelines  with 
respect  to  some  of  these  laws;  in  the  case  of  others,  no  agency  has 
this  responsibility.  Yet  interpretations  and  definitions  under  one  law 
often  impact  on  other  laws  in  this  group  and  coordination  among  them 
is  necessary.  For  these  reasons,  we  recommend  that  ACUS  be  given 
authority  to  issue  guidelines  for  implementation  of  these  laws  with  re- 
spect to  all  federal  executive  and  regulatory  agencies  and  program-. 
This  will  require  amendment  of  some  of  the  laws,  each  of  which  are 
discussed  in  detail  in  this  chapter. 

In  addition,  ACUS  should  be  responsible  for  coordinating  and  im- 
plementing regulatory  management  and  procedural  policy.  It  should 
also  continue  to  review  and  advise  agencies  generally  with  respect  to 
such  activities  as  the  development  of  regulations  (including  pre-rule- 
making  and  program  planning),  licensing,  ratemaking.  handling  in- 
formation, adjudication,  program  enforcement,  dispensing  grants  and 
benefits,  handling  complaints,  paperwork  reduction,  interaction  with 
state  regulatory  programs,  caseload  management,  court  litigation,  and 
some  aspects  of  personnel  management  (including  training). 

In  the  legislative  field,  the  organization  should  provide  advice  and 
assistance  with  proposed  legislation  and  should  respond  to  requests 
from  Congressional  committees  for  studies  of  agency  performance 
and  should  perform  reviews  of  existing  regulatory  legislation. 

This  Committee  has  been  engaged  in  an  extensive  study  of  Federal 
Regulation  throughout  the  95th  Congress.  In  the  five  volumes  pub- 
lished to  date,  there  are  dozens  of  findings  and  recommendations 
requiring  continued  supervision  and  guidance  by  a  body  such  as  a 
revitalized  Administrative  Conference.  For  example,  the  Committee's 
Study  on  Delay  in  the  Regulatory  Process  (volume  4)  cited  inade- 
quate management,  lack  of  planning,  and  failures  in  priority  setting 
as  principal  causes  of  excessive  delay  in  regulatory  proceedings.  It 
recommended  that  agencies  should  be  authorized  and  encouraged  to 
make  greater  use  of  informal  rulemaking  procedures  and  that  agen- 
cies should  establish  and  enforce  deadlines  for  various  stages  of 
proceedings.  It  also  recommended  that  agencies  should  establish 
planning  and  management  units  to  collect  information  and  perform 
analysis  required  for  informed  policymaking.  While  some  of  these 
recommendations  require  legislation  (and  in  fact  S.  2400  was  intro- 
duced in  the  95th  Congress  to  bring  about  these  changes),  an  agency 
such  as  the  Administrative  Conference  can  contribute  substantially  to 
the  continued  study,  analysis  and  implementation  of  these  new  proce- 
dures. In  volume  III  of  our  study,  "Public  Participation  in  Regulatory 
Agency  Proceedings",  we  dealt  with  administrative  and  procedural 
barriers  to  public  participation  and  made  recommendations  to  expand 
the  role  of  affected  individuals  and  groups  in  the  regulatory  pro 
We  also  called  for  greater  clarity  and  simplicity  in  the  language  of 
regulations,  and  recommended  a  periodic  review  of  all  agency  regu- 
lations. Some  of  these  recommendations  have  been  incorporated  into 
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the  President's  Executive  Order  12044.  Others  can  benefit  from  sus- 
tained and  continuous  oversight  by  an  agency  such  as  an  expanded 
Administrative  Conference. 

In  order  to  carry  out  the  expanded  responsibilities  suggested  above 
and  discussed  at  greater  length  at  the  end  of  this  chapter,  we  have 
concluded  that  a  restructured  Administrative  Conference  should  he 
given  these  duties.  Such  an  agency  must  necessarily  have  a  structure 
more  suited  to  solving  problems  instead  of  the  present  structure  of 
ACT'S  which  is  designed  for  studying  and  recommending.  The 
present  structure  of  the  Administrative  Conference  is  more  ap- 
propriate for  a  research  organization  than  a  body  charged  with  im- 
portant oversight  or  monitoring  functions.  Thus,  the  first  step  should 
be  a  re-examination  of  the  structure  and  focus  of  the  Conference  to 
determine  what  statutory  changes  are  necessary  to  an  expanded  role. 
That  will  necessaril}'  include  a  review  of  Conference  staff  and  budget 
needs. 

YW  believe  a  leadership  role  for  the  Administrative  Conference  is 
not  assisted  by  a  governing  board  composed  of  not  less  than  75  mem- 
bers, many  of  whom  are  officials  of  the  regulatory  agencies.  A  more 
effective  organizational  structure  is  clearly  warranted  for  the  en- 
visioned new  tasks.  We  recommend  that  the  Conference  be  headed  by 
a  single  administrator,  nominated  by  the  President  and  confirmed  by 
the  Senate.  On  the  issues  of  appointment,  tenure  and  removal  of  the 
Administrator,  there  should  be  sufficient  independence  to  enable  ACTS 
to  provide  guidance  to  the  independent  regulatory  commissions.  The 
membership  body  itself  should  be  sharply  reduced  in  size  and  reconsti- 
tuted as  an  advisory  committee  to  the  administrator.  An  advisory  com- 
mittee, consisting  of  perhaps  11  members,  should  be  appointed  by  the 
President  with  Senate  confirmation.  Thus  streamlined,  and  with  ap- 
propriate additional  resources,  the  Administrative  Conference  would 
be  equipped  to  assume  major  responsibilities  for  improving  the  regu- 
latory process. 

A.  The  Administrative  Coxferexce  of  the  United  States 

J.  1  Union/ 

The  origins  of  the  Administrative  Conference  of  the  United  States 
predate  its  founding  in  1964.  As  early  as  1036.  it  has  become  clear 
that  there  was  a  need  to  make  systematic  and  informed  recommenda- 
tions to  improve  the  administrative  organization  and  performance 
of  departments,  agencies,  and  independent  commissions  of  govern- 
ment. For  years,  there  was  support  for  a  permanent  organization  with 
responsibility  on  a  continuing  basis  to  make  studies  and  analyses  de- 
signed to  lead  to  administrative  improvements. 

Among  the  earliest  of  such  efforts  Avas  the  appointment  of  the 
Committee  on  Administrative  Management  by  President  Roosevelt 
on  March  20,  1936,  known  as  the  Brownlow  Committee  (after  its 
Chairman,  Louis  Brownlow.)  The  Committee  was  directed  to  study 
the  organization  and  administrative  management  of  the  Executive 
branch  of  the  Government.  Among  its  conclusions  was  the  recom- 
mendation to  establish  a  continuing  "special  agency:" 

The  President  needs  a  research  agency  to  investigate  the 
broad  problems  involved  in  the  administrative  management 
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of  the  government — problems  of  administrative  organiza- 
tion, finance,  coordination,  procedures  and  methods  of  work, 
and  the  many  technical  aspects  of  management.  The  function 
of  investigation  and  research  into  administrative  problems 
should  be  developed  as  an  aid  to  overall  executive  man- 
agement. 

In  1939,  at  the  suggestion  of  the  Attorney  General,  President  Koose- 
velt  requested  the  appointment  of  a  committee  to  make  a  thorough 
and  comprehensive  study  of  "the  need  for  procedural  reform  in  the 
field  of  administrative  law."  This  committee,  the  first  to  focus  exclu- 
sively on  administrative  legal  procedures,  made  a  number  of  recom- 
mendations and  drafted  legislation  in  order  to,  among  other  things, 

.  .  .  create  an  Office  of  Federal  Administrative  Procedure 
to  study  and  coordinate  administrative  procedures,  and  in 
general  through  continuing  studies  and  periodical  recom- 
mendations, to  achieve  and  stimulate  practical  improvements 
in  a  manner  not  possible  through  omnibus  legislation. 

The  Committee  report  stated  that 

...  it  should  be  the  major  function  of  the  Director  (of  the 
Office  of  Federal  Administrative  Procedure)  to  examine  criti- 
cally the  procedures  and  practices  of  the  agencies  which  may 
bear  strengthening  or  standardizing,  to  receive  suggestions 
and  criticisms  from  all  sources,  and  to  collect  and  collate  in- 
formation concerning  administrative  practice  and  procedure. 

The  Committee  noted  that  recurring  problems  had  been  addressed  by 
each  agency  without  reference  to  the  experience  of  other  agencies,  thus 
fostering  separate  bodies  of  law  and  public  confusion  and  skepticism. 
Among  the  suggestions  of  the  Attorney  GeneraPs  Committee  on  Ad- 
ministrative Procedure  wrere  methods  to  improve  the  rulemaking  proc- 
ess by  emphasizing  the  importance  of  outside  participation  prior  to 
the  issuance  of  rules  and  by  providing  a  method  for  timely  objection  by 
private  interests.  Also,  the  Committee  suggested  improvements  to  in- 
sure a  more  uniformly  high  quality  of  hearing  officers  by  the  creation 
of  "hearing  commissioners'-  with  tenure,  substantial  salaries,  full 
power  to  control  and  conduct  hearings,  and  authority  to  issue  decisions 
of  a  considerable  degree  of  finality.  The  report  of  the  Attorney  Gen- 
eral's Committee  on  Administrative  Procedure  laid  the  foundation  for 
enactment  of  the  Administrative  Procedure  Act  in  1946.  While  the  Act 
embodied  most  of  the  recommendations  of  the  Committee,  it  did  not 
establish  the  proposed  Office  of  Federal  Administrative  Procedure. 

The  next  major  effort  to  improve  the  administration  of  the  Federal 
government  generally  wyas  the  1947  establishment  by  Congress  of  the 
U.S.  Commission  on  Organization  of  the  Executive  Branch  of  the 
Government.  Known  as  the  Hoover  Commission,  this  two-year  study 
submitted  to  Congress  a  total  of  19  reports  and  78  task  force  studies  re- 
lating to  the  organization  and  management  of  the  entire  executive 
branch.  In  one  task  force  report,  a  familiar  suggestion  was  again  made  : 

Our  investigation  has  convinced  us.  however,  that  more  is 
required  than  an  overhaul  of  the  commissions  at  infrequent 
intervals.  What  is  needed  is  continuous  analysis  of  their  or- 
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ganization  and  operations  in  order  to  promote  more  efficient 
administration. 

This  has  led  ns  to  the  conclusion  that  a  special  office  should 
be  established  and  maintained  to  study  and  report  on  the 
operations  and  organizations  of  these  administrative  regula- 
tory agencies.  Their  problems  are  sufficiently  different  from 
those  of  the  regular  executive  agencies  to  require  separate 
examination  and  the  problems  of  the  various  regulatory  agen- 
cies are  similar  enough  to  make  their  experience  helpful  to 
each  other. 

Although  the  Hoover  Commission's  1949  report  generated  hundreds 
of  bills,  no  action  was  taken  on  the  special  office  idea. 

In  1951,  the  Judicial  Conference  of  the  United  States  studied  time- 
saving  procedures  in  the  regulatory  process.  The  Judicial  Conference 
adopted  the  following  recommendation : 

That  the  Judicial  Conference  suggest  to  the  President  that 
he  call  a  conference  of  representatives  of  the  administrative 
agencies  for  the  purpose  of  devising  ways  and  means  for  the 
elimination  of  unnecessary  delay,  expense,  and  volume  of  rec- 
ord in  administrative  proceedings ;  and  that  in  any  conference 
which  may  be  called  by  the  President,  .  .  .  representatives  of 
the  bench  and  bar  be  included  in  such  numbers  and  capacities 
as  to  him  may  seem  appropriate. 

In  response  to  a  letter  from  Chief  Justice  Vinson  detailing  the 
recommendations  of  the  Conference,  President  Eisenhower  released  a 
memorandum  to  all  Executive  Departments  and  Administrative  Agen- 
cies calling  for  a  conference  of  representatives  of  these  agencies,  the 
judiciary  and  the  bar.  The  President  stated : 

It  is  not  contemplated  that  the  conference  will  attempt  to 
impose  rules  or  procedures  upon  the  departments,  the  agen- 
cies, or  litigants.  The  purpose  is  to  exchange  information, 
experience  and  suggestions  and  so  to  evolve  by  cooperative  ef- 
fort principles  which  may  be  applied  and  steps  which  may  be 
taken  severally  by  the  departments  and  agencies  toward  the 
end  that  the  administrative  process  may  be  improved  to  the 
benefit  of  all. 

After  2  years,  a  total  of  35  Conference  Recommendations  were 
adopted.  The  Conference's  first  recommendation  to  the  President  con- 
tained the  following : 

1.  OFFICE  OF  ADMIXISTRATIVE  PROCEDURE.  The 
Conference  recommends  to  the  President  of  the  United  States  the 
establishment  of  an  Office  of  Administrative  Procedures,  and  that 
provision  be  made : 

(a)  That  the  Office  perform  the  following  functions : 
(i)  carry  on  continuous  studies  of  the  adequacy  of  the  proce- 
dures by  which  Federal  agencies  determine  the  rights,  duties,  and 
privileges  of  persons; 

(ii)  initiate  cooperative  effort  among  the  agencies  and  their 
respective  bars  to  develop  and  adopt  as  far  as  practicable,  uniform 
rules  of  practice  and  procedure : 
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(iii)  collect  and  publish  fads  and  statistics  concerning  the  pro- 
cedures of  the  agencies; 

(iv)  assist  agencies  and  this  Conference  in  the  formulation  and 
improvement  of  their  adminisl  ra4  tve  procedures. 

(b)  That  the  Office  be  established  in  the  Department  of  Justice 
under  the  supervision  of  the  Attorney  ( S-eneral. 
*  *  *  *  *  *  * 

(e)  That  the  Director  make  appropriate  arrangements  for  se- 
curing the  advice  of  representatives  of  the  agencies,  the  bar,  and 

the  other  interested  persons,  in  connection  with  the  performance 
of  his  duties. 

(f)  That  it  be  the  duty  of  each  agency  promptly  to  furnish  to 
the  Director  all  information  on  its  administrative  procedures 
which  he  may  request  and  to  assist  him  by  all  appropriate  means. 

In  his  State  of  the  Union  message  on  February  2,  1953,  President 
Eisenhower  announced  his  establishment  of  an  advisory  Committee 
on  Government  Organization,  known  as  the  second  Hoover  Commis- 
sion, which  would  use  as  its  point  of  departure  the  reports  of  the  first 
Hoover  Commission.  One  of  the  Commission's  task  forces  studied  legal 
services  and  procedure.  Among  its  recommendations : 

An  Office  of  Legal  Services  and  Procedure  should  be  estab- 
lished within  the  Department  of  Justice  to  assist  agencies  in 
simplifying,  clarifying  and  making  uniform  rules  of  sub- 
stances and  procedure,  to  insure  agency  compliance  with 
statutory  public  information  requirements;  and  to  receive 
and  investigate  complaints  regarding  legal  procedures  and 
report  thereon  to  the  authorities  concerned. 

Nearly  two  decades  of  recommendations  began  to  come  to  fruition 
on  February  6,  1957,  when  Attorney  General  Browne!  1  ordered  the 
establishment  of  an  Office  of  Administrative  Procedure.  The  Office  was 
small  and  tentative  in  nature.  It  survived  for  three  years,  issuing  three 
annual  reports  (1057-59).  Lacking  adequate  resources,  the  office  de- 
voted most  of  its  time  to  compiling  statistics  and  preparing  comments 
on  legislation  and  was  thus  unable  to  assume  the  capacity  that  had  been 
envisioned  by  those  who  advocated  its  establishment. 

During  the  latter  part  of  the  Eisenhower  Administration,  there  was 
increasing  support  for  the  creation  of  a  continuing  conference  on  ad- 
ministrative procedure.  On  August  25,  1960,  the  Chairmen  of 
independent  regulatory  commissions  jointly  wrote  President  Eisen- 
hower calling  attention  to  "growing  public  concern  over  the  cumber- 
some procedures,  unnecessary  expense,  and  the  delays  which  have  been 
steadily  increasing  in  some  of  the  procedures  of  the  administrative 
agencies."  The  letter  suggested  the  establishment  of  another  "Presi- 
dent's Conference  on  Administrative  Procedure"  whose  chief  purpose 
would  include  consideration  of  the  establishment  of  a  permanent  con- 
ference. On  August  29,  I960,  President  Eisenhower  ordered  the  estab- 
lishment of  another  such  conference. 

Immediately  after  his  election,  President-elect  Kennedy  requested 
James  M.  Landis  to  prepare  a  report  on  the  problems  of  regulatory 
agencies.  Landis  noted  the  progress  which  had  been  made  toward  the 
establishment  of  the  second  conference  and  suggested  that  Kennedy 


248 

.  .  .    (p)romote  the  organization  of  the  Administrative 

Conference  of  the  United  States  and  subject  to  the  approval 
of  its  by-laws  initially  by  executive  order  and  subsequently 
by  legislation  provide  for  creation  of  a  Secretariat  to  the 
Conference,  transferring  to  that  Secretariat  duties  now 
performed  by  the  Office  of  Administrative  Procedure 
within  the  Department  of  Justice,  which  would  thus  be 
abolished.  .  .  . 

( )r\  April  13.  1961,  President  Kennedy  issued  an  Executive  Order 
establishing  the  second  temporary  Administrative  Conference  of  the 
United  States.  The  Conference  met  in  six  plenary  sessions  and 
adopted  thirty  recommendations.  The  final  report  was  submitted  to 
the  President  by  Judge  Prettyman,  Chairman  of  the  Conference. 
Judge  Prettyman's  December  17  report  is  regarded  as  the  blue-print 
for  the  present  Administrative  Conference. 

With  President  Kennedy's  support  of  the  Prettyman  proposal,  the 
movement  towards  the  establishment  of  a  permanent  organization 
quickened.  The  Bureau  of  the  Budget  drafted  a  bill  following 
the  suggestions  of  Judge  Prettyman's  report.  The  bill  was  introduced 
in  1963  and  was  enacted  on  August  20.  1964.3  The  bill  was  strongly 
supported  by  government  agencies  and  departments,  by  the  bar  asso- 
ciations, and  by  the  Judicial  Conference:  the  Congress  was  advised 
of  no  opposition. 

After  a  three-and-a-half-year  delay  pending  appointment  of  a 
Chairman  of  the  Conference,  Jerre  S.  Williams  of  the  University  of 
Texas  Law  School  was  nominated,  confirmed,  and  took  office  in 
January  1968.  By  May  of  1968,  the  Conference  had  been  organized 
and  had  held  its  first  plenary  session. 

This  history  demonstrates  a  continuing  belief  by  many  leading 
practitioners  and  academics  that  there  is  something  useful  to  be  gained 
by  focusing  on  procedural  issues  by  a  group  consisting  in  part  of  prac- 
titioners, in  part  agency  officials  and  in  part  academics.  It  also  illus- 
trates that  there  are  common  procedural  problems  applicable  to  all 
agencies  dealing  with  regulation  and  administrative  practice  and 
procedure.  These  common  problems  lend  themselves  to  solution,  it 
has  been  thought,  when  consensus  among  the  various  groups  interested 
in  administrative  law  can  be  reached.  It  has  also  been  thought 
that  permanence  is  needed  to  insure  the  capability  of  following  up 
on  recommendations. 

The  history  of  the  Administrative  Conference  illustrates  its  strong 
legal  bias  in  composition  and  outlook.  Until  recently  few  groups 
other  than  lawyers  and  government  officials  had  any  real  interest  in 
federal  regulation.  Given  this  history,  the  Administrative  Conference 
naturally  focused  ou  problems  of  legal  procedure.  It  has  not  been 
concerned  with  management  problems  of  regulatory  agencies  be- 
cause these  problems  have  only  recently  become  the  focus  of  attention. 
However,    in    any    future    restructuring   of   the   agency   it   will   be 
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necessary  to  include  disciplines  other  than  the  Legal  profession  if  the 
agency  is  expected  to  be  in  a  position  to  deal  with  management  and 
economic  issues. 

2.  Organization 

(a)  The  Chairman 

The  Chairman  of  the  Administrative  Conference  is  appointed  by 
the  President,  with  the  advice  and  consent  of  the  Senate,  for  a  live- 
year  term.  The  Chairman,  with  the  approval  of  the  Council,  appoints 
the  public  members  of  the  Conference.  He  presides  at  plenary  sessions 
of  the  Assembly  and  at  Council  meetings.  The  Chairman  serves  as  the 
official  spokesman  for  the  Conference  in  relations  with  the  President, 
the  Congress,  the  Judiciary,  the  agencies  and  the  public.  He  also  has 
authority  to  investigate  matters  brought  to  his  attention  by  individ- 
uals inside  and  outside  Government,  to  designate  subjects  for  Con- 
ference study,  and  to  seek  implementation  of  Conference  recommenda- 
tions. The  Chairman  has  a  small  permanent  staff  whose  principal  du- 
ties are  to  furnish  administrative  and  research  support  to  the  Assembly 
and  Committees  of  the  Conference,  to  follow  and  assist  in  the  work 
of  consultants,  and  to  help  the  Chairman  in  securing  implementation 
of  recommendations  and  in  providing  advice  and  assistance  to  the 
agencies  and  to  Congressional  Committees.  The  Conference's  small 
professional  staff  is  attached  to  the  Office  of  the  Chairman.  Much 
of  their  efforts  are  directed  to  preparation  for  the  work  of  the  Council, 
the  Committees  and  the  Conference. 

(b)  The  Council 

The  Council  consists  of  the  Chairman  and  ten  other  members  who 
are  appointed  by  the  President  to  serve  three-year  terms,  and  of  whom 
not  more  than  one-half  may  be  draAvn  from  Federal  agencies.  The 
Council  has  authority  to  call  plenary  sessions  of  the  Conference  and 
fix  their  agendas,  to  recommend  subjects  for  study,  to  receive  and 
consider  reports  and  recommendations  before  they  are  considered  by 
the  Assembly,  and  to  exercise  general  budgetary  and  policy  super- 
vision. 

(c)  The  Assembly 

The  Assembly  of  the  Conference  is  composed  of  the  entire  member- 
ship, which  by  statute  may  not  be  less  than  75  members  nor  more  than 
91.  The  Administrative  Conference  Act  confers  membership  upon  the 
Chairman  of  each  independent  regulatory  board  or  commission,  or  an 
individual  designated  by  the  board  or  commission.4  Under  this  pro- 
vision, 14  boards  and  commissions  have  statutory  members. 

The  Act  also  grants  membership  to  the  head  (or  his  designee)  of 
each  executive  department  or  other  administrative  agency  designate*  1 
by  the  President  for  this  purpose.5  Acting  under  this  authority 
Presidents  have  designated  all  Cabinet  departments  for  member- 
ship, and  the  Council  has  acted  to  provide  some  of  them  with  addi- 
tional members.  Similarly,  other  administrative  agencies  have  been 
designated  for  membership  by  the  President. 
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The  final  group  of  Conference  members  are  members  of  the  public, 
appointed  by  the  Chairman,  with  the  approval  of  the  Council,  for 
two-year  term?.  These  members  must  comprise  not  less  than  one- 
third  nor  more  than  two-fifths  of  the  total  membership.  This  group 
includes  scholars  in  the  field  of  administrative  law,  members  of  the 
practicing  bar  and  others  with  a  particular  expertise  in  Federal 
administrative  procedure. 

In  addition,  pursuant  to  Section  4  of  the  Conference  by-laws,  the 
Chairman,  witli  the  approval  of  the  Council,  may  make  liaison  ar- 
rangements with  representatives  of  the  Congress,  the  Judiciary,  Fed- 
eral agencies  and  professional  associations  not  represented  on  the 
Conference. 

(d)  The  committees 

The  by-laws  of  the  Conference  have  established  nine  standing  com- 
mittees. These  committees  meet  periodically  to  plan  and  guide  re- 
search by  academic  consultants  and  by  the  Conference's  professional 
staff,  and  on  the  basis  of  such  research  to  frame  proposed  recommenda- 
tions for  consideration  by  the  Assembly.  When  a  study  and  tentative 
recommendation  have  been  prepared,  they  are  circulated  to  the  af- 
fected agencies  for  comment  and  re-examined  by  the  Committee  in 
light  of  the  replies.  After  final  committee  approval,  a  proposed  recom- 
mendation is  transmitted  to  the  Council  and  then  to  the  Assembly  for 
final  action  in  plenary  session. 

(e)  Consultants 

In  practice,  many  of  the  Conference's  studies  have  been  conducted 
by  consultants  who  have  often  been  law  professors.  Their  papers  have 
usually  been  research  studies  of  administrative  law  topics.  The  cus- 
tomary  procedure  has  been  for  a  subject  for  research  to  be  assigned  by 
a  Committee  or  the  staff  to  a  consultant,  who  works  closely  with  the 
staff,  prepares  a  report  and  recommendations  for  the  Committee  and 
ultimately  the  Conference. 

3.  Summary  of  conference  activities 

(a)  Research 

Given  the  large  number  and  wide  variety  of  functions  performed  by 
the  Federal  agencies,  the  increasing  complexity  of  many  of  these 
functions,  and  growing  concerns  about  the  cost,  responsiveness,  compe- 
tence, efficiency,  and  fairness  of  Federal  agency  performance,  there  is 
an  increasing  need  for  deliberate,  informed  assessment  of  the  organi- 
zation and  administrative  procedures  of  Federal  agencies.  The  Com- 
mittees of  the  Conference  have  responsibility  for  formulating  and  pre- 
senting to  the  full  Conference  proposed  recommendations  designed  to 
improve  agency  performance.  However,  before  a  proposal  is  formu- 
lated and  placed  on  the  Conference's  plenary  session  agenda  for  action, 
n  report  is  prepared  for  and  considered  by  a  committee  of  the  Con* 
ference.  Research  is  thus  the  foundation  upon  which  committee  pro- 
posals <'ind  full  Conference  actions  rest.  Tlie  development  and  manage- 
ment of  that  research  is  a  major  responsibility  of  the  Office  of  the 
Chairman. 

The  research  fund  ion  can  address  various  aspects  of  administrative 
procedure.  First,  it  can  provide  continuous  scrutiny  of  the  implemen- 
tation by  Federal  departments  and  agencies  of  a  growing  body  of 
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statutory  provisions  and  judicial  decisions  of  general  application, 
which  collectively  form  the  framework  of  Federal  administrative  law. 
Indeed,  the  Conference  has  concentrated  much  of  its  efforts  on  the 
procedures  provided  in  the  Administrative  Procedure  Act.  .Many  of 
its  research  projects  and  the  recommendations  to  which  they  have  led 
have  been  focused  on  general  issues  related  to  procedures  for  agency 
rule-making  and  adjudication  and  to  procedures  pertaining  to  judicial 
review  of  agency  action.  The  Oiiiee  of  the  Chairman  has  also  completed 
an  interpretive  guide  to  the  Government  in  the  Sunshine  Act.  growing 
out  of  its  special  consultative  role  established  in  that  Act  to  review 
proposed  regulations. 

The  research  function  can  also  address  procedural  areas  and  issues  of 
general  significance.  For  example,  in  September  1977,  the  Conference 
addressed  the  question  of  what  restrictions  should  be  placed  on  ex  parte 
communications  in  informal  rule-makings  pursuant  to  the  Administra- 
tive Procedure  Act. 

Another  aspect  of  the  research  function  is  the  examination  by  means 
of  procedural  or  management  audits  of  the  whole  range  of  procedures 
of  a  given  single  agency,  or  of  a  category  of  an  agency's  proceeding-. 
Such  an  approach  would  be  empirical  and  practical,  examining  the 
day-to-day  workings  of  the  agency  and  the  broad  structure  of  it.-  pro- 
cedures. The  Internal  Revenue  Service  project  is  a  good  example  of 
this  type  of  research  approach.  The  study  was  actually  a  procedural 
audit  of  the  IRS.  with  emphasis  on  procedures  affecting  individual 
taxpayers.  The  study  examined  not  only  the  Service's  procedures  as 
prescribed  by  the  Internal  Revenue  Code  and  by  regulations  and 
manuals  of  the  Service,  but  also  experience  with  tho^e  procedure-  and 
the  undocumented  practices  of  the  Service  as  revealed  by  interviews 
with  IRS  personnel  and  with  taxpayers.  The  study  culminated  in  7l! 
recommendations  and  has  catalyzed  many  improvements  in  IRS 
procedures. 

Similarly,  the  Magnuson-Moss  FTC  Improvement  Act  (Public  Law 
93-637)  mandated  an  Administrative  Conference  study,  empirical  in 
its  nature,  but  narrower  in  scope  than  the  IRS  study.  The  l'.>7.~> 
Magnuson-Moss  Act  established  "hybrid"  procedures  for  developing 
the  FTC's  trade  regulation  rules,  and  directed  the  Administrative 
Conference  to  study  the  new  rulemaking  procedures  and  report  to 
Congress.  (§  202(d),  as  amended  by  Public  Law  94-299.  §2).  Profes- 
sor Barry  Boyer.  Associate  Dean  of  the  law  school  of  the  State  Uni- 
versity of  Xew  York,  heads  a  consulting  team  that  is  conducting  the 
empirical  study  called  for  by  this  legislation.  This  study  is  largely 
empirical,  involving  interviews,  direct  observation,  use  of  question- 
naire surveys  and  analysis  of  administrative  dockets.  More  than  70 
percent  of  the  entire  Conference  research  budget  for  fiscal  year  1077 
was  committed  to  this  project. 

(b)   C 07i sulfation 

The  Administrative  Conference  Act  specifically  contemplates  a  role 
for  the  Conference  in  advising  agencies  and  arranging  for  the  inter- 
change of  information  among  them  on  matters  of  administrative  pro- 
cedure.? This  role  includes  furnishing  advice  and  assistance  to  Con- 


5  U.S.C.   §  574(2).  57.1(c)  (14). 
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gress.  Several  examples  of  the  consultation  function  are  illustrative. 
The  Conference  prepared  a  detailed  analysis  of  the  procedural  aspects 
of  the  Consumer  Product  Safety  Act  for  the  Office  of  Management 
and  Budget.  At  the  request  of  the  Department  of  Justice,  the  Confer- 
ence examined  the  appeals  procedures  of  the  Board  of  Immigration 
Appeals.  The  Conference  has  provided  advice  to  the  Occupational 
Safety  and  Health  Review  Commission  on  expediting  the  disposition 
of  cases.  In  addition,  the  staif  of  the  Chairman's  Office  is  continually 
consulted  on  an  informal  basis  by  members  of  agency  legal  staffs. 

Congress,  on  several  occasions,  has  specifically  directed  the  Confer- 
ence to  perform  consultative  services  for  the  agencies.  For  example,  the 
Government  in  the  Sunshine  Act  required  the  47  agencies  affected  by 
the  Act's  open  meeting  requirements  to  consult  with  the  Office  of  the 
Chairman  in  the  preparation  of  their  regulations. 

Similarly,  the  Railroad  Revitalization  and  Regulatory  Reform  Act 
of  1976,  which  provided  for  fundamental  changes  in  the  ICC's  pro- 
cedures for  railroad  regulation,  directed  the  ICC  to  propose  and 
submit  to  Congress  detailed  rules  of  practice  governing  adjudicatory 
and  rulemaking  proceedings  under  the  Act.  The  Administrative  Con- 
ference was  directed  to  present  to  Congress  and  the  Commission  its 
views  on  the  proposed  procedural  rules. 

In  this  advisory  and  consultative  function,  the  Chairman's  office 
is  frequently  called  upon  to  participate  in  inter-agency  task  forces 
and  groups  working  on  particular  problems.  For  example,  in  1976  and 
1977  the  Conference  was  represented  in  the  Chairman's  Task  Force 
on  Procedural  Review  of  the  National  Labor  Relations  Board.  Sim- 
ilarly, one  senior  attorney  at  the  Conference  served  as  cochairman  of 
the  Presidential  Task  Force  on  Procedural  Review. 

Finally,  the  Conference  often  comments  on  the  procedural  aspects 
of  legislation  at  the  request  of  Congressional  committees  and  the  Office 
of  Management  and  Budget.  Examples  of  this  aspect  of  the  consulta- 
t  i  ve  function  are  the  preparation  of  testimony  and  extensive  staff  con- 
sultation  with  the  Senate  and  House  Judiciary  Committees  on  Amend- 
ments to  the  Administrative  Procedure  Act.  The  Conference  has  also 
worked  with  this  Committee  on  the  Government  in  the  Sunshine  Act. 

(c)  Education  and  clearinghouse 

Closely  related  to  the  consultative  function  of  the  Administrative 
Conference  is  its  role  in  educating  regulators  on  aspects  of  adminis- 
1  rative  procedure  and  management. 

In  1974,  the  Conference  published  a  Manual  for  Administrative 
Law  Judges.  The  Manual  discussed  modern  procedural  devices  and 
techniques  used  in  the  various  agencies  and  contained  suggestions  for 
more  efficient  and  effective  use  of  pretrail  procedures,  exchange  and 
presentation  of  written  evidence,  methods  of  shortening  and  simplify- 
ing formal  hearings,  treatment  of  intervenors  and  non-party  partici- 
pants, techniques  of  presiding,  preparation  of  written  opinions  and 
standards  of  conduct  for  presiding  officers.  The  Manual  lias  been  a 
useful  loo'  for  Administrative  Law  Judges  as  well  as  private  attorneys 
and  those  who  preside  and  appear  in  all  formal  proceedings  conducted 
in  Federal,  State  and  local  administrative  agencies. 

A  current  program  undertaken  by  the  Conference  is  the  Regula- 
tory Agency  Management  Seminar  (RAMS).  This  program  evolved 
from  consideration  by  the  Conference's  Committee  on  Agency  Orga- 
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nization  and  Personnel  of  a  study  which  noted  the  need  for  special 
orientation  efforts  for  new  chairmen  and  members  of  multimember 
agencies,  in  October  1(.>77,  fourteen  newly-appointed  chairmen  and 
members  of  the  independent  Federal  regulatory  agencies  attended  the 

first  RAMS  seminar. 

In  addition  to  these  government-wide  educational  activities,  the 
Conference  lias  conducted  and  participated  in  seminars  and  ol  ler 
training  programs  for  legal  stall's  of  individual  agencies,  including 
the  Environmental  Protection  Agency,  the  Consumer  Product  Safety 
Commission,  the  Federal  Trade  Commission  and  the  Equal  Employ- 
ment Opportunity  Commission. 

An  integral  part  of  the  education  function  is  the  Conference's  role 
as  a  clearinghouse  of  information.  The  Conference  is  charged  with 
the  responsibility  to  "arrange  for  the  interchange  among  administra- 
tive agencies  of  information  potentially  useful  in  improving  adminis- 
trative procedures."  : 

(d)  Statistical  compilation 

The  Administrative  Conference  Act  specifically  calls  on  the  Confer- 
ence to  "collect  information  and  statistics  from  administrative  agen- 
cies and  publish  such  reports  as  it  considers  useful  for  evaluating 
and  improving  administrative  procedures."  8  Pursuant  to  this  charge 
the  Conference  has  instituted  a  Uniform  Caseload  Accounting  system 
(UCAS)  for  collecting  and  publishing  certain  uniform  statistical  data 
relative  to  all  formal  adjudicative  proceedings  over  which  adminisl  ra- 
tive  law  judges  preside.  At  present,  only  the  11)75  Statistical  Report  is 
available.  Tlie  report  is  a  survey  of  the  caseload  of  all  agencies  em- 
ploying at  least  one  administrative  law  judge. 

One  potential  accomplishment  of  the  statistical  compilation 
function  is  to  induce  each  individual  agency  to  monitor  its  own 
performance  and  operating  capacity.  However,  the  Conference's 
data  collection  function  has  been  hampered  by  the  fact  that  agencies 
have  failed  to  gather  information  systematically  on  time  spent  on 
variolic  types  of  proceedings.  Also,  agencies  gather  and  assemble 
information  in  an  inconsistent  fashion,  making  comparability 
virtually  impossible  and  ACUS  has  no  power  to  require  agen- 
cies to  comply  with  its  requests.  S.  2490,  the  "Regulatory  Procedures 
Reform  Act,"  attempts  to  remedy  some  of  these  failures  by  requiring 
agencies  to  compile  information  about  agency  proceedings  in  a  sys- 
tematic way.  It  also  gives  ACUS  statutory  authority  to  gain  act- 
to  such  records,  information  and  analysis  that  the  Conference  re- 
quires to  carry  out  its  responsibilities  under  the  .Vet. 

Although  some  of  the  data  collected  by  ACUS  has  been  used  on 
occasion,'-'  much  of  it  has  been  ignored.  This  appears  to  be  a  result 
of  two  major  factors.  First,  collection  of  raw  data,  although  inter- 
esting, is  virtually  useless  unless  it  serves  as  the  basis  for  some  mean- 
ingful interpretation  or  study  and  most  studies  require  specific  data, 
tailored  to  the  research  project.  Second,  the  absence  of  Conference 
staff  with  a  statistical  background  precludes  any  sophisticated  analysis 
of  the  collected  data. 


•5  TJ.S.C.   §  574(2). 

98ee'e.g.'  Senate  Committee  on  Governmental  Affairs.  Study  on  Federal  Regulation,  vol. 

IV  (Delay  in  the  Regulatory  Process),  95th  Cong.,  1st  Seas.   I  1977). 
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It  is  our  view  that  statistical  data  should  be  collected  by  an  agency 
such  as  the  ACUS,  but  its  utilization  depends  upon  providing  adequate 
staff  resources  to  put  the  information  to  use.  It  is  also  necessary  to 
refine  the  statistical  gathering  capability  to  obtain  more  precise  and 
useful  data  tailored  to  the  needs  of  a  particular  inquiry.  It  might  also 
be  useful  to  combine  the  statistical  gathering  function  with  research 
and  advisory  duties  so  that  the  statistical  data  can  become  a  part  of 
specific  recommendations. 

(e)  Irn  pie  mentation 

An  important  function  of  the  Office  of  the  Chairman  is  to  secure 
the  implementation  of  Conference  recommendations.  The  Conference 
has  no  authority  to  require  compliance,  and  therefore,  it  must  seek 
to  achieve  voluntary  compliance,  relying  on  the  persuasiveness  of  the 
recommendations  themselves.  Monitoring  compliance  requires  a  sub- 
stantial time  commitment  and  no  comprehensive  implementation  study 
lias  vet  been  undertaken. 

One  implementation  assessment  was  completed  in  1976.  That  study 
evaluated  the  implementation  of  17  broadly  applicable  recommenda- 
tions by  the  independent  Federal  agencies.  Although  narrow  in  scope, 
the  study  revealed  a  high  degree  of  compliance  with  Conference 
recommendations.  It  must  be  noted,  however,  that  the  most  important 
aspect  of  any  implementation  study — an  evaluation  of  the  impact 
of  recommendations  which  have  been  implemented — has  not  been  un- 
dertaken by  the  Conference,  Adequate  staffing  for  this  type  of  evalua- 
tion is  necessary  for  a  proper  analysis  of  the  contributions  of  the 
Administrative  Conference,  and  adequate  resources  have  never  been 
made  available. 

(/)  Resources 

Almost  every  aspect  of  the  Conference's  work  has  been  severely  re- 
stricted by  lack  of  funds  and  personnel.  Up  until  fiscal  year  1978-79, 
tin  ACUS  budget  has  never  exceeded  $1  million  in  a  single  fiscal 
year  while  other  research  organizations  such  as  tho  National  Science 
Foundation  and  the  Law  Enforcement  Assistance  Administration 
expend  hundreds  of  millions.  The  following  table  sets  forth  some 
information  on  the  Conference's  budget  over  the  last  5  years. 

Table  7-1.  ADMINISTRATIVE  CONFERENCE  BUDGET  AND  STAFFING— FISCAL  YEARS  1974-78'  DETAILED 

[Budget  figures  in  thousands! 

1974  1975  1976  1977  1978 

Authorization 

Appropriation 

Amount  appropriation  is  below  authorization. 

Permanent  positions. 

Personnel  compensation  (excluding  benefits) 

Percent 

Research  (including  statistical  program  and  seminars) 

Percent. 

Total  for  personnel  compensation  and  research 

Total  amount  for  overhead  (nonpersonnel  compensation 
a nd  nonresearch) 

Percent  of  total  budget  allocated  for  personnel  compensation... 

Percent  of  total  budget  allocated  for  research 

Percent  of  total  budget  allocated  for  overhead 

i  Ratio  of  compensation  to  research. 


760 

805 

850 

900 

950 

700 

750 

785 

880 

914 

60 

55 

65 

20 

36 

14 

14 

16 

16 

17 

352 

355 

385 

395 

437 

«  (65) 

(63) 

(66) 

(63) 

(70) 

185 

205 

195 

321 

184 

1  (35) 

(37) 

(34) 

(37) 

(30) 

537 

560 

580 

626 

621 

163 

190 

195 

254 

293 

50 

47.0 

50 

45 

47 

27 

27.5 

25 

26 

21 

23 

25.5 

25 

29 

32 

Almost  every  interested  observer  agrees  that  the  Conference  cannot 
be  expected  to  assume  additional  responsibilities  without  significant 

additional  resource  allocations.10 

The  Conference  has  felt  with  Increasing  keenness  the  constraints  of 
the  statutory  ceiling  on  its  appropriations.  An  amendment  enacted  in 
1972  established  authorizations  for  the  five-year  period  1974-1978, 
with  a  maximum  authorization  of  $950,000  for  fisca]  L978.  Legislation 
to  raise  the  ceiling  has  become  a  iirst  priority  of  the  Conference. 

For  fisca]  wars  1979  through  1982,  Congress  lias  authorized  up  to 
$2,300,000  for  the  Administrative  Conference  by  1981.  In  the  report 
accompanying  the  bill,  the  House  Judiciary  Committee  concluded: 
"That  the  Conference  merits  and  needs  a  significantly  increased 
authorization  ceiling,  and  one  that  can  be  reasonably  expected  to  keep 
pace  with  economic  developments  over  the  next  few  years,  is,  in  the 
committee'.-  estimation,  not  subject  to  serious  question.  As  is  pointed 
oitt  below,  the  Conference's  record  of  achievement  i.-  clear.  Its  potential 
for  expanded  success  through  additional  research  and  implementation 
activities  is  apparent/' 

B.  Recommendations 

It  is  our  view  that  the  Administrative  Conference  has  performed 
adequately,  given  its  limited  interpretation  of  its  mandate,  its  heavy 
preponderance  of  legal  profession  and  agency  membership,  and  its 
severely  re^ricted  resources.  The  statutory  requirements  for  member- 
ship in  the  Council  and  the  Assembly  virtually  insures  heavy  agency 
ami  legal  profession  representation.  The  nature  and  composition  of 
this  membership  and  a  continued  lack  of  sufficient  funding  has,  in 
practice,  restricted  the  Conference  from  engaging  in  interdisciplinary 
research  or  empirical  studies.  The  structure  of  the  Conference  has  also 
militated  in  favor  of  academic,  legal  studies,  and  has  required  the 
permanent  staff  in  the  Office  of  the  Chairman  to  serve  primarily  as  a 
Secretariat  for  the  plenary  sessions  of  the  Conference.  Although  the 
Conference  structure  has  sometimes  proven  to  be  cumbersome  and 
unwieldly.  ir  has  also  been  useful  in  gaining  acceptance  for  the  recom- 
mendations which  emerge. 

We  recommend  that  the  Conference  itself  should  be  reduced 
in  size  and  reconstituted  as  an  advisory  committee  to  the  administra- 
tor. We  also  recommend  that  ACIJS  be  headed  by  a  single  admin- 
trator  to  provide  guidance  to  the  independent  regulatory  commissions. 
On  the  issues  of  appointment,  tenure  and  removal  of  the  Admin- 
istrator, there  should  be  sufficient  independence  to  enable  the  Adminis- 
trator to  provide  guidance  to  the  independent  regulatory  commissions. 

This  restructured  and  expanded  agency  should  continue  to  provide 
the  present  research,  advisory,  statistical,  educational,  and  coordina- 
tive  responsibilities  of  the  Administrative  Conference.  But  more  than 
that,  it  should  actively  monitor  the  way  agencies  plan  and  manage 
their  regulatory  responsibilities  and  propose  procedures  to  improve 
the  effectiveness  of  agency  operations.  ACUS  should  also  con- 
tinue to  review  and  advise  agencies  <renerally  with  respect  to  such 
activities  as  the  development  of  regulations  (including  pre-rulemaking 
and  program  planning),  licensing,  ratemaking,  handling  information, 


10T\S.  Senate  Subcommittee  on  Administrative  Practice  and  Prorodurp.  Committee  on 
tho  Judiciary.  Hearings.  "Administrative  Conference  Authorization"  95th  Congress.  1st 
Session,  Aug.  2.  1977.  p.  20. 
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adjudication,  program  enforcement,  dispensing  grants  and  benefits, 
handling  complaints,  paperwork  reduction,  interaction  with  state 
regulatory  programs,  caseload  management,  court  litigation,  and  some 
aspects  of  personnel  management  (including  training). 

AOUS  should  also  have  the  responsibility  to  issue  guidelines  for 
the  laws  of  general  application  which  comprise  the  framework  of 
federal  administrative,  open  government  and  access  to  information 
laws.  These  laws  have  common  goals  and  objectives — fairness  in  ad- 
ministrative practice  and  insuring  open  government  and  availability 
of  government  information.  They  also  impact  on  management  of 
agency  procedures  and  on  reducing  paperwork.  Interpretations  and 
definitions  under  one  law  often  affect  other  laws  in  this  group  and 
coordination  among  them  is  necessary.  For  these  reasons,  we  recom- 
mend that  ACUS  be  given  the  responsibility  for  all  federal,  executive 
and  regulatory  agencies  and  programs.  The  authority  of  ACUS  should 
be  limited  to  making  recommendations  and  issuing  guidelines,  while 
leaving  flu1  agencies  themselves  responsibility  for  deciding  what  action 
to  take.  These  changes  will  require  amendment  of  some  of  the  laws 
which  currently  give  OMB  authority  to  issue  such  guidelines. 

This  ic;  not  meant  necessarily  to  reflect  on  the  manner  in  which 
OMB  has  carried  out  its  responsibilities  under  these  laws.  Never- 
theless, it  must  be  said  that  OMB  has  not  exhibited  keen  interest 
or  enthusiasm  in  having  to  accept  responsibility  for  laws  such  as  the 
Privacy  Act  of  1974  and  other  procedural  and  information  laws. 
Moreover,  OMB  has  other  important  functions  to  perform  with  a  rela- 
tively small  staff  and  budget.  It  should  not  be  given  responsibility  for 
oversight  of  laws  for  which  there  does  not  seem  to  be  p.  more  appropri- 
ate repository.  An  agency  having  to  accept  responsibilities  it  is  not 
eager  to  have  will  find  ways  to  allocate  its  resources  to  reflect  this  sit- 
uation. ACUS  will  not  suffer  from  the  same  problem.  It  will  be  the 
logical  and  appropriate  repository  for  oversight  of  the  procedural  and 
information  laws.  We  discuss  each  of  the  laws  under  discussion  here 
separately  below. 

ACUS  should  si<mificaiitlv  expand  the  services  presently  pro- 
vided to  Congress.  The  Administrative  Conference  has  regularly  re- 
sponded to  Congressional  committees'  requests  for  comments  on 
pending  bills.  It  has  also,  upon  specific  direction,  as  in  the  case  of  the 
TvBKK  Act  and  Magnuson-Moss,  engaged  in  particular  studies  and 
reviews  of  particular  procedural  programs.  We  are  of  the  view,  how- 
ever, that  any  agency  such  as  ACUS  can  and  should  do  more  to  aid 
Congress  in  its  legislative  and  oversight  responsibilities  for  regula- 
tory agencies.  ACT'S  should  assist  the  Committees  of  Congress  in 
reviewing  organizational  and  program  recommendations,  to  provide 
analysis  of  the  probable  beneficial  and  adverse  impacts  of  major 
regulatory  action  and  to  develop  specific  recommendations  to  improve 
the  effectiveness  and  efficiency  of  regulatory  agency  activity. 

ACUS  should  provide  an  overall  capability  to  enable  the  Con- 
gress to  determine  the  extent  to  which  all  federal  regulatory  agencies, 
independent  or  not,  are  carrying  out  the  policies  and  objectives  estab- 
lished by  law.  Tn  doing  so,  ACUS  should  work  with  agencies,  at  the 
di lection  of  the  appropriate  Congressional  committees,  to  develop  a 
comprehensive  plan  for  carrying  out  the  agency's  mission.  Such  plans 
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should  set  forth  and  discuss  the  fundamental  economic  assumptions 
underlying  agency  actions  and  the  role  that  economic,  social,  consumer, 
environmental  and  other  considerations  play  in  the  development  of 
agency  policy.  The  plan  should  be  combined  with  the  agency's  pro- 
posals for  reducing  paperwork,  decreasing  delay  and  eliminating  un- 
necessary regulation  of  small  business.  These  plans  should  be  submitted 
to  the  appropriate  Congressional  committees  <>n  a  fixed  schedule. 
ACUS  should  al-o  respond  to  requests  of  Congressional  committees 
for  reviews  and  analysis  of  particular  regulatory  programs. 

The  Administrative  Conference  has  traditionally  dealt  with  regu- 
latory and  administrative  issues  from  the  perspective  of  procedure 
and  management.  We  believe  this  approach  remains  appropriate. 
We  do  not  wish  to  interfere  with  traditional  independent  regulatory 
agency  control  oxer  substantive  policy.  However,  we  believe  it  has  been 
demonstrated  that  some  form  of  central  guidance  is  necessary  with 
respect  to  agency  procedures  and  management  functions. 

The  present  statutory  structure  of  the  Conference  can  form  the  basis 
of  the  revitalized  agency.  The  Administrative  Conference  Act  gives 
the  Conference  extensive  authority  to : 

(1)  study  the  efficiency,  adequacy,  and  fairness  of  the  adminis- 
trative procedure  used  by  administrative  agencies  in  carrying  out 
administrative  programs,  and  make  recommendations  to  adminis- 
trative agencies,  collectively  or  individually,  and  to  the  President, 
Congress,  or  the  Judicial  Conference  of  the  United  States,  in 
connection  therewith,  as  it  considers  appropriate, 

(2)  arrange  for  interchange  among  administrative  agencies  of 
information  potentially  useful  in  improving  administrative 
procedure;  and 

(3)  collect  information  and  statistics  from  administrative  agen- 
cies and  publish  such  reports  as  it  considers  useful  for  evaluat- 
ing and  improving  administrative  procedure. 

?*Ioreover,  "administrative  procedure,"  "administrative  agencies'" 
and  "administrative  programs"  are  denned  sufficiently  broadly  to  per- 
mit ACUS  to  make  recommendations  with  respect  to  both  independ- 
ent and  executive  branch  regulatory  agencies  and  programs.  It  is  also 
our  view  that  the  present  statute  gives  the  Administrative  Conference 
the  power  to  issue  recommendations  or  advisory  guidelines  on  broad 
issues  of  agency  practice  and  management  unrelated  to  particular 
statutes  such  as  the  Administrative  Procedure  Act.  We  also  believe 
that  the  Administrative  Conference  has  the  power  to  make  the  issu- 
ance of  such  guidelines  subject  to  agency  and  public  comment  in 
much  the  same  manner  as  in  the  case  of  notice  and  comment  rulemak- 
ing. We  would  expect  that  before  issuing  guidelines,  ACTS  would 
consult  widely  with  appropriate  public  and  private  entities  to  the 
maximum  extent  possible.  At  the  discretion  of  ACUS,  representatives 
of  the  agencies  effected  by  the  guidelines  should  be  allowed  to  present 
their  views  orally  in  public  hearings.  However.  Ave  emphasize  that 
ACUS  should  not  be  required  to  adhere  to  the  requirements  of  section 
553  of  the  Administrative  Procedure  Act  in  issuing  such  guidelines. 

The  following  functions  are  the  principal  ones  that  we  believe  should 
be  performed  by  a  central  agency  charged  with  responsibility  for  re- 
form of  regulatory  and  related  processes. 
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/.  Prodding  guidance  for  laics  of  general  applicability 

We  recommend  that  ACUS  have  responsibility  for  issuing  guide- 
lines on  and  monitoring,  on  a  regular  and  consistent  basis,  agency 
compliance  with  statutory  and  executive  order  requirements  of  gen- 
eral applicability  dealing  with  procedure  and  management.  This 
includes  the  President's  Executive  Order  12044  "Improving  Gov- 
ernment Regulation."  and  any  similar  requirements  subsequently 
enacted  in  statutory  form.  It  also  includes  the  Administrative  Proce- 
dure Act,  the  Federal  Advisory  Committee  Act,  the  Federal  Register 
Act,  the  Freedom  of  Information  Act,  the  Privacy  Act  of  1974.  and 
the  Government  in  the  Sunshine  Act.  Responsibility  for  issuing 
guidelines  for  compliance  in  these  various  areas  is  now  scattered 
among  several  different  agencies,  as  indicated  below  in  greater  detail. 
It  is  our  view  that  agency  implementation  and  periodical  interpre- 
tation of  the  procedural  requirements  of  the  laws  of  general  applica- 
bility should  be  monitored  and  assessed  systematically  and  continu- 
ously instead  of  merely  when  a  problem  is  apparent.  Such  sustained 
attention  to  the  need  for  refinement,  adjustment,  elaboration  or  modifi- 
cation of  the  procedures  generally  prescribed  by  these  acts  fits  pre- 
cisely with  the  research,  audit,  advisory  and  consultative  functions  of 
the  Administrative  Conference  contemplated  here. 

"We  do  not  believe,  however,  that  it  is  possible  or  desirable  to  provide 
for  rulemaking  with  sanctions  and  enforcement  powers,  or  to  give 
ACUS  power  to  affect  substantive  matters.  We  recommend  that  any 
guidelines  issued  by  ACUS  be  solely  advisory,  and  not  have  the  eti'ect 
of  regulations. 

(a)  Executive  Order  12044 

The  President's  Executive  Order  12044,  "Improving  Government 
Regulation"  is  concerned  primarily  with  the  review  of  existing  regula- 
tions and  the  development  of  new  regulations.  It  seeks  to  regularize 
and  strengthen  the  development  process,  and  in  so  doing  to  make 
regulations  more  effective,  reasonable  and  understandable.  The  Order 
attempts  to  achieve  the  goal  of  improving  existing  and  future  regula- 
tion by  developing  regulations  through  a  process  which  ensures  that : 

(a)  the  need  for  and  purposes  of  the  regulation  are  clearly 
established ; 

(b)  heads  of  agencies  and  policy  officials  exercise  effective 
oversight ; 

(c)  opportunity  exists  for  early  participation  and  comment 
by  other  Federal  agencies,  State  and  local  governments,  busi- 
nesses, organizations  and  individual  members  of  the  public : 

(d)  meaningful  alternatives  are  considered  and  analyzed 
before  the  regulation  is  issued ;  and 

(e)  compliance  costs,  paperwork  and  other  burdens  on  the 
public  are  minimized. 

The  Executive  Order  gives  the  Office  of  Management  and  Budget 
authority  to  "assure  the  effective  implementation"  of  the  order  and 
charges  OMB  with  reporting  to  the  President  "on  the  effectiveness  of 
the  Older  and  agency  compliance  with  its  provisions".  But  "inde- 
pendent regulatory  agencies"  are  specifically  excluded  from  coverage 
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of  the  Order  because  the  President  wished  to  preserve  their  inde- 
pendent status.  He  has,  however,  requested  the  chairman  of  18  specifi- 
cally listed  agencies  to  voluntarily  apply  the  policies  and  procedures 
of  the  Order.  But  no  unit  is  designated  to  oversee  the  implementation 

of  these  policies  and  procedures  by  these  independent  agencies  adopt- 
ing them.  It  would  be  inappropriate  for  OMB  to  exercise  Buch  author- 
ity over  the  independent  regulatory  agencies  for  the  same  reasons  the 
President  felt  it  necessary  to  exclude  them  from  the  coverage  oi*  the 
Executive  Order. 

A  letter  to  President  Carter  dated  Dec.  16,  1977  sent  by  13  Senate 
Chairmen  and  ranking  minority  Members  of  Committees  concerned 
with  regulation,  indicated  general  agreement  "with  the  basic  objec- 
tives" of  the  Executive  Order.  In  that  letter,  however,  the  Senators 
urged  the  President  to  take  the  action  he  did  in  excepting  the  inde- 
pendent regulatory  agencies  from  coverage  of  the  Executive  Order. 
We  believe  that  the  regulatory  agencies  should  voluntarily  adopt  the 
procedures  set  forth  in  the  Executive  Order.  Many  of  these  procedures 
have  been  recommended  in  previous  volumes  of  this  Committee's 
Study  on  Federal  Regulation. 

In  chapter  four  of  this  volume,  we  recommend  that  Congress  adopt 
legislation  establishing  a  regulatory  impact  analysis  requirement  for 
all  Federal  agencies.  Our  recommendations  in  that  regard  are  not  dis- 
similar from  the  substance  of  President  Carter's  Executive  Order. 
Congress  should  assume  responsibility  for  actively  overseeing  agency 
compliance  with  this  statute.  However,  a  selected  number  of  economic 
impact  statements  should  be  subject  to  periodic  review  outside  the 
agencies  proposing  regulations.  In  addition,  a  revitalized  Adminis- 
trative Conference  should  provide  guidance  and  monitor  agency 
compliance  with  this  statute. 

(b)   Government  m  the  Sunshine  Act 

As  indicated,  the  Administrative  Conference  presently  has  a  statu- 
tory concern  with  the  implementation  of  the  Government  in  the  Sun- 
shine Act.  It  has,  pursuant  to  this  consultative  role,  held  meetings  and 
consultations  with  agency  personnel  on  adherence  to  the  requirements 
of  the  law.  It  has  also  published  an  "Interpretive  Guide  to  the  Govern- 
ment in  the  Sunshine  Act''.  This  guide  stemmed  from  the  Office  of  the 
Chairman's  statutorily  mandated  responsibility  of  consulting  with  the 
47  affected  agencies  in  development  of  their  implementing  regulations. 
This  effort  is  the  kind  of  guidance  we  recommend  that  ACES  continue 
for  this  law  and  for  the  others  under  discussion  here. 

The  major  issues  in  administering  the  Sunshine  law  deal  with  the 
exemptions  to  the  general  rule  of  open  meetings  and  the  definitions  of 
terms  such  as  "agency,"'  "meeting,"  and  "agency  business."  "We  suggest 
that  guidance  for  interpretation  of  these  matters  should  be  assigned  to 
ACUS,  which  would  engage  in  monitoring  agency  adherence  to  the 
law,  would  suggest  interpretation  of  the  law.  would  oiler  advice  on  par- 
ticular situations  and  would  be  in  a  position  to  report  to  Con-  - 
on  the  need,  if  any,  for  statutory  adjustment  or  Congressional 
intervention. 
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(c)  Federal  Advisory  Committee  Act  {Public  Law  92-4-63) 

This  law  provides,  among  other  things,  that  advisory  committee 
meetings  shall  be  open  to  the.  public  and  that  written  materials  of 
advisory  committees  shall  be  made  publicly  available,  subject  to  the 
Freedom  of  Information  Act  exemptions.  The  Advisory  Committee 
Act  also  required  the  President  and  the  Office  of  Management  and 
Budget  to  establish  procedures  and  guidelines  to  improve  advisory 
committee  management  and  to  foster  public  accountability  of  existing 
committees.  Pursuant  to  this  authority,  from  1974  to  1976,  OMB  issued 
various  circulars  providing  guidance  for  implementation  of  the  Act 
and  conducted  annual  comprehensive  reviews  of  advisory  committees. 
As  part  of  President  Carter's  reorganization  Plan  No.  1  of  1977, 
however,  the  Committee  Management  Secretariat  consisting  of  three 
people  was  transferred  from  OMB  to  the  General  Services  Administra- 
tion. This  was  done  apparently  to  reduce  the  size  of  OMB  by  removing 
a  function  not  considered  central  to  OMB's  primary  mission.  OMB  re- 
tained certain  responsibilities  which  are  set  forth  in  OMB  Director 
Mclntyre's  statement  to  this  Committee  as  follows : 

The  specific  responsibilities  assigned  to  OMB  by  the  Fed- 
eral Advisory  Committee  Act  were  transferred  to  the  General 
Services  Administration  by  Reorganization  Plan  No.  1  of 
1977  and  Executive  Order  No.  12024.  However,  as  you  know, 
Director  Lance  indicated  last  fall  that  OMB  would  continue 
to  play  the  following  role  in  advisory  committee  management. 
Monitor  GSA's  actions  as  part  of  its  general  manage- 
ment oversight  responsibilities; 

Make  sure  that  GSA's  revision  of  Circular  No.  A-63 
incorporates  all  appropriate  changes ; 

Backstop  and  support  GSA  whenever  called  upon  to 
do  so; 

Be  a  court  of  last  resort  in  disputes  over  the  continua- 
tion, expiration,  or  creation  of  advisory  committees ;  and 
Review  the  annual  report  of  Federal  Advisory  Com- 
mittees. 
I  assure  you  that  OMB  will  carry  out  this  commitment  and, 
in  fact,  we  have  continued  to  work  closely  with  GSA  since  the 
transfer  last  November. 

It  is  our  view  that  because  of  the  close  relationship  of  the  Advisory 
Committee  Act  to  the  other  openness  in  government  laws,  and  because 
of  the  importance  of  imposmg  proper  management  procedures  on 
advisory  committees,  oversight  for  the  Act  should  be  assigned  to  a 
single  agency  interested  in  these  issues.  We  recommend  that  the 
Federal  Advisory  Committee  Act  should  be  amended  to  give  ACUS 
responsibility  for  suggesting  procedures  and  guidelines  to  improve 
advisory  committee  management  and  to  foster  public  accountability 
of  existing  committees.  Such  legislation  should  also  reassign  to 
ACUS  the  functions  transferred  to  GSA  under  Reorganization  Plan 
No.  1  of  1977. 

The  purposes  of  (he  Sunshine  and  Advisory  Committee  laws  are 
identical  in  one  respect — they  both  seek  to  insure  as  much  public 
business  as  possible  is  carried  on  in  public  view.  The  same  issue — 
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basically,  under  what  circumstances  should  meetings  be  allowed  to 
be  closed — is  involved  in  both  acts.  A  single  agency  should  provide 
guidance  for  both  of  these  laws.  Moreover,  because  the  exemptions  in 
these  two  laws  are  closely  related  to  the  Freedom  of  Information  and 
Privacy  Act  exemptions,  the  identical  agency  should  also  provide 
guidance  for  these  laws. 

(d)  Privacy  Act  of  1974 

During  the  Congress'  consideration  of  the  bills  which  resulted  in 
the  Privacy  Act  of  1074,  the  Senate  passed  a  bill  which  would  have 
established  an  independent  Privacy  Protection  Commission  with  ad- 
visory and  monitoring  functions.  However,  the  House  version  cre- 
ating only  a  temporary  Privacy  Protection  Study  Commission  pre- 
vailed in  the  final  version  of  the  law.  The  Act  as  passed  provides  that 
the  Office  of  Management  and  Budget  shall  "develop  guidelines  and 
regulations  for  the  use  of  agencies  in  implementing  the  provisions" 
of  the  Privacy  Act  and  shall  "provide  continuing  assistance  to  and 
oversight  of  the  implementation  of  the  provisions''  of  the  law  by 
agencies. 

Pursuant  to  this  direction,  OMB,  with  the  aid  of  the  "Department 
of  Justice's  Office  of  Legal  Counsel,  issued  a  set  of  guidelines  when 
the  law  became  effective  in  September,  1975.  These  guidelines  deal 
with  agency  compliance  and  with  the  interpretation  of  the  exemptions 
of  the  Act.  In  practice,  OMB  has  provided  little  day-to-day  guidance 
to  agencies  in  the  sometimes  complicated  issues  arising  under  the 
Privacy  Act.  For  example,  in  a  recent  effort,  dubbed  Project  Match, 
to  obtain  information  on  welfare  fraud  and  individuals  in  default 
on  student  loans,  the  Department  of  Health,  Education,  and  Welfare 
requested  a  computer  tape  on  all  civilian  employees  of  the  U.S.  Gov- 
ernment from  the  Civil  Service  Commission.  It  also  asked  the  Defense 
Department  for  similar  information  on  military  employees.  Each 
agency  interpreted  the  dictates  of  the  Privacy  Act  differently.  In  the 
end,  HEW  obtained  the  information  from  both  CSC  and  DOD,  but 
under  different  interpretation  of  the  law  and  with  OMB  playing  a 
rather  late,  passive  and  minor  role.  Without  an  agency  with  com- 
mitment to  the  purpose  of  the  law  and  with  an  interest  in  consistent 
interpretations  of  the  law.  confusion  will  prevail. 

The  Act  also  requires  that  reports  on  new  or  materially  altered  rec- 
ord systems  be  sent  to  OMB  and  to  Congress.  When  the  Act  became 
effective  in  September,  1975,  OMB  was  required  to  review  the  adequacy 
of  notices  of  systems  of  records  by  the  agencies.  Again,  there  was  an 
insufficient  allocation  of  resources  to  make  such  oversight  meaningful. 
For  example,  the  Federal  Bureau  of  Investigation  filed  notice  of  a 
single  system,  maintaining  that  all  subsidiary  systems  were  reachable 
through  a  central  index.  Although  this  view  was  later  disputed  by 
Congressional  committees  and  by  GAO,  OMB  did  not  insist  that  the 
FBI  separately  list  their  various  systems.  Since  the  initial  filings, 
OMB  has  done  somewhat  better  in  evaluating  new  systems,  but  there 
remains  a  large  number  of  systems  that  have  never  been  adequately 
evaluated.  Thus,  one  of  the  purposes  of  the  Act— the  reduction  in  the 
amount  of  information  on  individuals  maintained  by  the  federal  Lr<>\  - 
eminent— remains  unfulfilled.  OMB  has  also  assigned  responsibility 
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to  other  agencies  such  as  the  Civil  Service  Commission  for  training 
government  personnel  in  how  to  handle  implementation  of  the  Act. 
Finally,  OMB  has  discussed  rewriting  the  Privacy  Act  guidelines  for 
the  past  two  years,  but  this  has  never  moved  beyond  the  draft  stage. 

After  completing  an  extensive  study  of  the  privacy  issues,  the  Priv- 
acy Protection  Study  Commission  recommended  that  the  President 
and  Congress  "establish  an  independent  entity  within  the  Federal  gov- 
ernment charged  with,"  among  other  things,  responsibility  "to  issue 
interpretative  rules  that  must  be  followed  by  Federal  agencies  in  im- 
plementing the  Privacy  Act  of  1974  or  revisions  of  this  Act  as  sug- 
gested by  the  Commission". 

This  function  should  be  performed  by  the  same  agency  responsible 
for  the  other  open  government,  information,  and  paperwork  reduction 
laws.  We  recommend  these  responsibilities  be  assigned  to  ACUS. 

( e )  Freedom  of  Informatipn  Act 

This  landmark  law  gives  an  individual  a  right  to  obtain  informa- 
tion from  government  under  certain  circumstances.  The  Department 
of  Justice  has  historically  assumed  the  role  of  providing  guidance 
to  agencies  on  how  to  respond  to  requests  and  has  issued  a  series  of 
Attorney  General's  memoranda  on  the  law's  application  and  inter- 
pretation. The  specific  statutory  basis  for  the  Department's  role  is  the 
provision  that  the  Attorney  General  shall  submit  an  annual  report 
to  Congress  on  the  nature  and  amount  of  FOIA  litigation  and  "shall 
also  include  a  description  of  the  efforts  undertaken  by  the  Department 
of  Justice  to  encourage  agency  compliance."  The  Department  also 
handles  most  FOIA  appeals  for  other  government  agencies.  It  has 
also  established  a  Freedom  of  Information  Committee  in  its  Office  of 
Lesral  Counsel  to  provide  advice  to  agencies  on  handling  freedom  of 
information  requests. 

It  is  our  view  that  the  advice  and  guidance  functions  for  FOIA 
should  be  transferred  to  the  new  agency.  The  purpose  of  the  Freedom 
of  Information  Act  is  to  make  as  much  information  available  to  the 
public  as  possible,  yet  the  Department  of  Justice,  whose  primary 
function  is  law  enforcement,  traditionally  adopts  a  defense  attorney 
posture  resulting  in  narrow  legislative  interpretations  of  the  law. 

During  the  Nixon  administration,  the  Department  of  Justice  took  an 
extremely  narrow  and  restrictive  view  of  the  Freedom  of  Information 
Act  and  this  view  pervaded  the  guideline  given  to  other  agencies  as 
well  as  the  Department's  litigating  posture.  In  contrast,  one  of  At- 
torney General  Bell's  first  acts  was  to  inform  the  agencies  and  depart- 
ments that  they  were  not  to  seek  out  exemptions  but  were  to  make 
as  much  information  available  as  possible. 

The  laws  dealing  with  information  disclosure  should  be  interpreted 
by  :i  single,  impartial  unit  not  part  of  the  Executive  branch.  Since 
these  laws  are  potentially  adversaria]  to  the  government  in  that  they 
provide  rights  to  individuals  to  obtain  information  from  government, 
the  s;<nio  agency  which  is  the  executive's  lawyer  should  not  provide 
guidance  on  how  agencies  react  to  public  demands  for  information. 
In  short,  there  should  be  a  measure  of  independence  and  impartiality 
in  the  interpretation  of  the  open  government  laws,  and  the  only 
logical  place  to  provide  these  characteristics  is  the  centra]  administra- 
tive law  and  management  agency  under  consideration  here. 
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A  cursor}'  review  of  the  very  delicate  and  complicated  issues  of 
interpretation  surrounding  the  FOIA  indicates  how  much  impartial 
and  informed  judgment  is  needed.  First,  law  enforcement  and  intel- 
ligence agencies  such  as  the  FBI  and  CIA  view  the  law's  requirement 
that  they  make  certain  information  publicly  available  as  impediments 
to  their  primary  roles.  There  is  undoubtedly  a  tug  between  the  dic- 
tates of  the  freedom  of  information  laws  and  the  needs  of  law  enforce- 
ment. A  delicate  balance  must  be  struck,  preferably  by  an  agency 
whose  sole  function  is  fair  and  impartial  analysis  of  the  meaning 
and  intent  of  the  law.  Second,  two  of  the  more  important  exemptions 
to  the  FOIA  deal  with  confidential  trade  secrets  and  personal  infor- 
mation "the  disclosure  of  which  would  constitute  a  clearly  unwar- 
ranted invasion  of  personal  privacy.''  Thus,  in  the  interpretation  of 
the  FOIA.  considerations  of  privacy  and  the  confidentiality  of  finan- 
cial and  commercial  information  are  of  great  concern,  yet  the  same 
agency  does  not  have  oversight  for  privacy  matters  and  for  FOIA. 
There  is  no  focal  point  in  the  Executive  Branch  for  detached  and 
impartial  consideration  of  the  relationship  between  these  concepts. 
It  is  our  view  that  this  should  be  remedied  by  assigning  the  advice 
and  guidance  functions  under  the  FOIA  to  ACUS.  ACUS  should  be 
assigned  the  responsibility  for  submitting  an  annual  report  to  Congress 
on  agency  compliance.  ACUS  should  also  be  given  specific  authority 
to  issue  guidelines  for  agency  compliance  with  the  FOIA. 

2.  Statistical  functions 

We  believe  that  ACUS  should  continue  collecting,  analyzing  and 
disseminating  statistics  from  administrative  agencies  in  order  to  aid 
in  identifying  delays  and  other  problems  in  the  administrative  process. 
However,  as  previously  indicated,  the  utility  of  much  of  the  data  gath- 
ered by  agencies  is  minimized  by  the  difficulty  in  making  useful  com- 
parisons between  various  kinds  of  agency  proceeding-.  Each  agency 
gathers  its  own  statistics  and  some  contend  that  there  is  no  dearth  of 
data  in  absolute  terms,  but  often  the  data  is  not  useful  or  the  lessons  to 
be  learned  are  not  clear.  There  is  surely  need  for  obtaining  more  refined 
and  more  useful  statistical  information.  These  are  functions  which 
should  be  performed  by  ACUS,  with  sufficient  powers  to  obtain  spe- 
cific data  and  the  resources  to  analyze  and  use  such  date  to  make  mean- 
ingful comparisons.  ACUS  should  be  directed  to  collect  data  in  such 
a  fashion  to  make  possible  comparisons  among  similar  functions  at 
different  agencies. 

S.  2490,  the  Kegulatory  Procedures  Eeform  Act,  which  resulted 
from  Volume  4  '"Delay  in  the  Regulatory  Process"  of  this  Commit- 
tee's study,  would  require  each  agency  to  compile  statistical  informa- 
tion about  agency  proceedings.  It  also  gives  the  Administrative 
Conference  responsibilities  for  oversight  and  review  of  the  statistical 
reports  and  requires  the  Conference  to  submit  an  analysis  of  such 
reports.  In  1969,  the  Administrative  Conference  recommended  that 
each  agency  compile  statistics  on  their  current  caseload  and  the  length 
of  time  proceedings  take  to  complete.  Yet  in  1974  the  Conference  con- 
cluded that  only  five  agencies  were  collecting  such  statistics  on  a 
regular  basis.  S.  2490  will  assure  that  in  the  future  each  agency  collects 
and  reports  the  necessary  data.  This  will  allow  Congress  to  exercise 
its  oversight  responsibilities  in  the  area.  It  will  also  provide  addi- 
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tional  assurance  that  each  agency  has  management  procedures  which 
adequately  track,  on  a  regular  basis,  the  progress  of  proceedings  under 
consideration  in  the  agency.  S.  2490  would  also  authorize  the  Adminis- 
trative Conference  to  gain  access  to  such  records,  information,  and 
analysis  that  the  Conference  requires  to  carry  out  its  functions  under 
the  Act.  Currently,  the  Administrative  Conference  does  not  possess 
such  specific  statutory  authority. 

In  addition  to  requiring  compilation  of  statistical  data,  S.  2490 
would  require  the  Administrative  Conference  to  monitor  the  efforts 
of  the  agencies  to  comply  with  the  general  provisions  of  the  bill  in 
expediting  their  regulatory  procedures.  The  bill  provides  that  each 
year  the  Administrative  Conference  will  review  the  reports  submitted 
by  the  agencies  pursuant  to  section  103  and  by  June  1  of  each  year  pro- 
vide Congress  with  an  analysis  of  such  reports.  In  its  annual  report, 
the  Administrative  Conference  will  provide  any  recommendation  it 
determines  appropriate  for  additional  legislation,  for  changes  in 
agency  practices  and  procedures  that  may  be  implemented  without 
legislation,  or  any  other  steps  it  thinks  Congress  or  the  agencies  should 
take  to  carry  out  the  purposes  of  this  bill. 

S.  Procedural-management  audits 

One  of  ACUS's  principal  functions  should  be  to  conduct  audits  of 
agency  procedures  and  management  methods  for  conducting  their  pro- 
ceedings. In  addition  to  auditing  agency  management  of  their  case- 
loads, this  function  would  include  providing  aid  to  agencies  in  estab- 
lishing and  meeting  deadlines  and  in  instituting  other  management 
tools  to  expedite  and  make  procedures  more  effective 

The  procedural-management  audit  function  could  be  carried  fur- 
ther, to  examine  an  agency's  mechanisms  for  reevaluating  its  own 
management  and  administrative  procedures  on  an  ongoing  basis.  Such 
audits  would  be  concerned  not  only  with  caseload  management  but 
with  general  agency  adherence  to  good  practice,  as  represented  by  the 
Administrative  Procedure  Act  and  other  procedural  statutes,  direc- 
tives of  the  Executive  Office  of  the  President,  and  recommendations 
of  the  Administrative  Conference. 

On  an  even  broader  plane,  ACUS  could  examine  the  whole  range 
of  the  procedures  of  the  given  agency,  or  some  substantial  part  of 
them,  to  develop  recommendations  for  making  the  specific  procedures 
more  effective,  fairer  and  less  burdensome.  Such  procedural  audits 
would  have  to  be  conducted  in  an  empirical  and  practical  way,  examin- 
ing the  day-to-day  workings  of  the  agency  as  well  as  the  broad  struc- 
ture of  its  procedures.  A  study  along  these  lines  of  income  tax 
procedures  of  the  Internal  Revenue  Service  was  made  by  the  Admini- 
strative Conference  in  1974-1975,  resulting  in  72  separate  recommen- 
dations which  catalyzed  many  significant  improvements. 

This  recommendation  envisages  a  limited  management  and  proced- 
ural audit  which  would  not  be  concerned  with  substantive  policies.  It 
could  examine  the  effectiveness  of  a  broad  range  of  possible  manage- 
ment strategics  and  should  note  the  relationship  between  procedural 
mod  ideal  ions  and  the  outcome  of  cases,  so  that  procedural  reform  will 
not  inadvertently  change  agency  policy. 

ACUS  must  also  have  a  strong  capability  to  furnish  advice  and 
assistance  to  the  agencies  on  matters  of  administrative  procedure.  For 
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example,  ACUS  should  offer  comment  and  assistance  to  agencies  with 
respect  to  proposed  changes  in  their  procedures,  especially  in  the  im- 
plementation of  the  administrative  aspects  of  newly  enacted  legisla- 
tion. Detailed  analyses  of  the  procedural  features  of  legislation — and, 
when  appropriate,  prescriptions  for  compliance  with  the  applicable 
statutory  requirements — should  be  made  available  to  the  agencies.  The 
agencies  should  be  provided  with  evaluations  of  their  implementing 
procedures  and.  when  appropriate,  offered  proposals  for  modifications. 
ACUS  should  also  be  prepared  to  participate  at  the  staff  level  in  inter- 
agency and  OMB  task  forces  and  study  groups  working  on  organiza- 
tion and  procedural  initiatives.  It  should  have  specialists  who  can  pro- 
vide assistance  to  agencies  on  immediate  administrative  problems.  In 
rendering  assistance  of  this  sort,  the  staff  persons  involved  should  uti- 
lize the  reservoir  of  Administrative  Conference  recommendations  for 
improvement  of  procedures  that  has  been  developed.  Indeed,  the  ad- 
visory function,  among  other  things,  should  serve  as  a  vehicle  lor 
implementation  of  such  recommendations. 

4.  Paperwork 

Paperwork  reduction  and  responsibilities  now  shared  by  OMB  and 
GAO  under  the  Federal  Eeports  Act  of  1942  should  comprise  part  of 
the  management  audit.  Paperwork  is  a  prime  concern  of  many  who 
find  government  regulation  so  burdensome.  The  Commission  on  Fed- 
eral Paperwork  expended  about  $9  million  in  conducting  an  exhaustive 
study  of  federal  paperwork,  but  if  this  study  is  not  to  meet  the  fate  of 
countless  government  studies  which  seem  to  be  used  primarily  to  adorn 
footnotes  of  subsequent  studies,  Congress  must  take  the  next  step  and 
assign  the  task  of  implementing  the  recommendations  to  a  unit  in  gov- 
ernment with  a  clear  mandate  and  sufficient  resources  to  do  the  job. 
Public  Law  93-556  creating  the  Paperwork  Commission,  at  section 
3(d),  provides  as  follows: 

(d)  Upon  submission  of  the  Commission's  final  report,  the 
Office  of  Management  and  Budget,  in  coordination  with  the  exec- 
utive agencies,  shall  taken  action  (1)  formulate  the  views  of  the 
executive  agencies  on  the  recommendations  of  the  Commission; 
(2)  to  the  extent  practicable  within  the  limits  of  their  authority 
and  resources,  carry  out  recommendations  of  the  Commission  in 
wdrich  they  concur;  and  (3)  propose  legislation  needed  to  carry 
out  or  to  provide  authority  to  carry  out  other  recommendations  of 
the  Commission  in  which  they  concur.  At  least  once  every  six 
months,  the  Office  of  Management  and  Budget  shall  report  to  the 
Congress  and,  the  President  on  the  status  of  action  taken  or  to 
be  taken  as  provided  herein.  A  final  report  shall  be  submitted 
within  two  years. 
According  to  OMB's  budget  submission  for  fiscal  year  1979,  the 
Regulatory  Policy  and  Reports  Management  Division  with  a  total  of 
21  positions,  for  both  fiscal  year  1978  and  197i>,  is  reponsible  for  im- 
plementation of  the  Executive  Order  on   Improving  Government 
Regulation.  It  also  provides  policy  coordination  and  advice  on  reguT 
latory  matters  within  OMB,  participates  in  legislative  clearance  and 
budgetary  decisions,  is  responsible  for  managing  t)\c  reports  clearance 
process  and  is  responsible  for  coordinating  implementations  on  the 
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Paperwork  Commission's  recommendations.  It  is  obvious  that  a  unit 
with  21  positions,  cannot,  eveirby  using  detailees  from  other  agencies, 
do  a  thorough  job  on  the  large  number  of  tasks  described  above. 

The  Paperwork  Commission  recommended  creation  of  a  Depart- 
ment of  Administration  to  consolidate  the  central  administrative  func- 
tions of  government,  thereby  promoting  more  efficient,  effective  and 
responsive  administration  and  reducing  excessive  and  unnecessary 
paperwork.  Commissioner  Elmer  Staats,  Comptroller  General  of  the 
United  States,  did  not  support  this  proposal.  He  recommended  "es- 
tablishment of  a  strong,  adequately-staffed  unit  in  the  Office  of  Man- 
agement and  Budget  with  coordinating  and  policy  responsibilities  for 
all  aspects  of  statistical  collection,  analysis,  dissemination,  and  paper- 
work management;  alternatively,  if  this  is  not  acceptable,  he  would 
recommend  placement  of  these  responsibilities  in  an  independent  Fed- 
eral Statistical  Commission."  u  The  Paperwork  Commission  also  sug- 
gested other  possible  organizational  arrangements  including  placing 
policy  and  coordinating  functions  in  OMB  "along  with  additional 
resources"  or  "in  an  independent  commission."- 12    • 

Tt  is  our  view  that  paperwork  reduction  is  closely  related  to  other 
management  questions  under  review  here.  It  is  difficult  to  reduce 
paperwork  without  an  understanding  of  the  way  in  which  an  agency 
Operates  and  its  real  needs  for  requiring  information  requested  from 
industries.  T\Te  recommend  that  responsibility  for  recommending  ways 
to  reduce  paperwork  and  to  implement  the  recommendations  of  the 
Commission  on  Federal  Paperwork  be  assigned  to  the  ACUS.  OMB 
clearly  does  not  have  the  resources  to  do  the  job,  nor  is  it  likely  that 
OMB's  size  will  be  expanded. 

The  Paperwork  Commission  made  over  800  specific  recommendations 
aiiied  at  executive  and  regulatory  agency  management  practices.  In 
connection  with  its  work  in  improving  agency  management  and  in  less- 
ening the  delays  of  regulations,  ACUS  might  contribute  significantly 
to  the  reduction  of  the  paperwork  burden  by  attempting  to  consolidate 
forms,  improve  procedures  and  eliminate  duplication.  If  ACUS  is  not 
assigned  this  task,  we  are  of  the  view  that  it  will  not  be  done  since 
( )I  IB  is  not  likely  to  consider  it  of  significantly  high  priority  to  give 
it  the  attention  it  deserves. 

5.  Commenting  on  legislation 

Many  procedural  problems  can  be  avoided  by  early  detection  in  the 
course  of  the  legislative  process.  This  Committee  lias  recommended 
thai  Congress  should  drnU  its  regulatory  statutes  as  narrowly  as  pos- 
sible, giving  regulators  more  precise  and  specific  delegations  of  au- 
thority. It  is,  after  all.  difficult  to  hold  administrators  to  standards  if 
only  vague  and  general  standards  exist.  Similar  reasoning  requires 
that  delegal ions  of  procedural  responsibilit  v  be  as  clear  and  precise  us 
possible  in  order  to  avoid  unnecessary  litigation  and  consequent  delay 
over  the  meaning  of  new  statutory  provisions.  We  believe  it  imperative 
thai  proposed  procedural  legislation  and  the  procedural  features  of 
other  proposed  legislation  be  systematically  monitored  so  that,  when 
warranted,  input  in  the  form  of  written  comments, consultation, testi- 

11  Comml  lion  on  Federal  Paperwork,  Final  Summary  Report,  Oct  8  U)77  j>  io 
u  Ibid.. ».  21. 
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mony  and  the  like  can  be  made  on  a  timely  basis.  Activities  of  this 
-  type  should  not  be  confined  to  those  occasions  when  views  are  solicited. 
Rather,  ALMA  should  have  the  capability  to  identify  on  its  own,  and 
at  an  early  stage,  those  legislative  proposals  that  have  significant 
procedural  features,  and  to  comment  upon  them. 

6.  Performing  clearinghouse  and  educational  services 

The  Administrative  Conference  is  currently  empowered,  among 
other  things,  to  "arrange  for  the  interchange  among  administrative 
agencies  of  information  potentially  useful  in  improving  administra- 
tive procedures"  (5  USC  574(2) ).  This  function  is  an  important  one. 
There  should  be  a  continuing  program  to  compile  systematically,  and 
in  appropriate  format,  the  pertinent  experiences  of  particular  agencies 
with  respect  to  procedural  issues  of  common  interest,  so  that  the 
cumulative  experience  of  all  agencies  can  be  shared.  Practical  and 
authoriative  manuals  for  dealing  with  common  problems  of  adminis- 
trative procedure  should  be  formulated  and  published. 

Such  an  activity  would  be  especially  useful  where  the  common  prob- 
lems arise  from  statutes  of  general  applicability,  such  as  the  Adminis- 
trative Procedure  Act,  the  Federal  Advisory  Committee  Act,  the 
Federal  Register  Act,  the  Freedom  of  Information  Act,  and  the 
Privacy  Act.  A  guide  of  this  sort  concerning  the  Government  in  the 
Sunshine  Act  has  been  published  bv  the  Administrative  Conference. 

ACUS  should  also  have  a  capability  to  conduct  and  participate  in 
seminars  and  other  training  programs  for  agency  personnel,  both  on 
an  inter-agency  and  single  agency  basis.  The  programs  would  poten- 
tially concern  the  whole  range  of  procedural  and  management  issues 
confronting  administrative  agencies.  At  present,  the  Federal  Register 
and  the  Civil  Service  Commission  conduct  training  programs,  such 
as,  for  example,  how  to  write  simple  regulations  and  how  to  deal  with 
Privacy  Act  or  Freedom  of  Information  Act  requests.  Some  of  these 
functions,  especially  if  they  coincide  with  the  new  agency's  prepara- 
tion of  guidelines  and  manuals  for  particular  statutes,  might  be  as- 
signed to  the  new  agency. 

7.  Monitoring  and  participating  in  court  proceedings 

Court  cases  that  raise  important  procedural  issues  should  also  be 
monitored.  At  a  minimum,  such  monitoring  should  take  place  so  that 
the  attention  of  agencies  can  be  called  to  procedural  developments  that 
may  bear  upon  the  manner  in  which  they  conduct  their  business.  Be- 
yond this,  however,  it  may  also  serve  to  provide  the  basis  for  selective 
involvement  by  the  organization  in  court  cases  involving  significant 
procedural  and  management  issues,  by  working  with  the  Department 
of  Justice  and  other  agencies  in  developing  views  to  be  submitted  to  the 
courts.  Also,  since  pertinent  judicial  developments  sometimes  occur  out- 
side the  case  context  and  in  the  deliberations  of  the  Judicial  Confer- 
ence, regular  liaison  should  be  maintained  with  that  organization. 

C.  Summary 

The  Administrative  Conference  of  the  United  States  has  made 
useful  contributions,  given  the  limitations  of  its  structure  and  re- 
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sources,  over  the  past  decade  toward  improving  administrative  prac- 
tice and  procedure.  However,  the  Administrative  Conference  has  con- 
tributed relatively  little  to  solving  the  persistent  regulatory  manage- 
ment questions  primarily  because  its  history  and  its  structure  militate 
in  favor  of  legalistic  studies.  The  legislative  structure  of  the  Confer- 
ence has  proven  to  be  cumbersome  and  unwieldly. 

We  recommend  that  the  Administrative  Conference  be  restructured 
and  that  it  be  charged  with  actively  monitoring  the  way  agencies  plan 
and  manage  their  regulatory  responsibilities.  We  recommend  that  the 
Administrative  Conference  itself  should  be  reduced  in  size  and  re- 
constituted as  an  advisory  committee  to  the  ACUS  Administrator.  We 
recommend  that  ACUS  be  headed  by  a  single  administrator,  nomi- 
nated by  the  President  and  confirmed  by  the  Senate,  to  serve  a  four 
year  term  coincidental  with  that  of  the  President. 

This  restructured  and  expanded  agency  should  provide  the  present 
research,  advisory,  statistical,  educational  and  coordinative  responsi- 
bilities of  the  Administrative  Conference.  ACUS  should  also  have 
the  authority  to  issue  guidelines  for  all  Federal  agencies,  concerning 
certain  laws  of  general  application.  These  laws  include  Executive 
Order  12044  (or  any  statute  with  similar  purpose) ,  the  Administrative 
Procedure  Act,  the  Federal  Advisory  Committee  Act,  the  Freedom  of 
Information  Act,  the  Privacy  Act  of  1974  and  the  Government  in  the 
Sunshine  Act. 

In  addition,  it  should  actively  engage  in  oversight  of  planning,  man- 
agement and  other  agency  activities  designed  to  bring  about  greater 
efficiency  and  effectiveness  of  operations.  This  includes  the  reduction  of 
paperwork,  conducting  procedural-management  audits  and  imple- 
mentation of  procedures  established  to  improve  government  regula- 
tions. It  also  includes  the  range  of  advisory  and  educational  activities 
in  which  the  Administrative  Conference  has  been  engaged. 


Chapter  Eight 

CONCLUSIONS  AND  RECOMMENDATIONS :  A  FRAME- 
WORK  FOR  FEDERAL  REGULATION 

Our  discussion  of  regulatory  framework  began  by  noting  that  both 
criticism  of,  and  perceived  needs  for,  regulation  are  stronger  now  than 
ever  before.  We  reviewed  the  various  stated  rationales  for  regulation ; 
discussed  the  ways  in  which  changing  circumstances  have  vitiated 
some  of  these  objectives;  considered  the  substantial  and  frequently 
hidden  costs;  and  noted  the  array  of  possible  alternatives  to,  and  im- 
provements in,  regulation.  Finally,  we  addressed  the  problems  of  tran- 
sition which  might  accompany  a  change  in  regulatory  approach,  and 
the  contribution  that  could  be  made  by  a  centralized  Administrative 
Conference.  This  chapter  addresses  the  questions:  What  is  the  vitality 
of  the  numerous  rationales  for  federal  regulation?  What  alternatives 
appear  most  promising?  How  should  the  Congress  evaluate  proposals 
for  regulatory  change  or  for  the  extension  of  regulation  to  new  area-  I 
This  review  defines  a  substantive  framework  for  federal  regulation — in 
other  words,  states  those  conditions  which  may  merit  government  in- 
tervention, and  the  t}~pes  of  intervention  most  appropriate  to  each. 

A.  The  Inadequacies  or  Basic  Regulatory  Decision-Making 

Regulatory  decisions,  particularly  on  the  implementation  of  new 
schemes  and  the  continuation  of  existing  schemes,  all  too  often  are 
based  on  insufficient  analysis  and  consideration  of  alternatives.  The 
clearest  indication  of  the  truth  of  this  assertion  is  the  fact  that  even 
the  approximate  total  costs  of  Federal  regulatory  programs  are  not 
known,  and  as  such  are  not  subject  to  regular,  periodic  review  and 
appraisal.  The  same  is  true  of  the  benefits  of  regulatory  activities. 

In  some  cases  alternatives  to  present  regulation  may  be  preferable. 
In  part  because  costs  are  neither  known  nor  required  to  be  collected,  al- 
ternatives often  go  unconsidered.  There  does  appear  to  be  resist  an 
considering  alternatives,  even  when  they  might  allow  better  achieve- 
ment of  regulatory  goals  at  lower  cost  to  society.  Some  regulatory  objec- 
tives may  be  inappropriate,  and  the  vitality  of  other  goals  may  have 
been  adversely  affected  by  changing  circumstances.  Appraising  the 
actual  effects  of  regulation  on  various  goals  can  only  be  achieved  by 
making  costs,  benefits  and  other  effects  visible,  and  by  experimenting 
with  alternatives.  This  does  not  argue  simply  for  benefit-cost  analysis, 
but  rather  for  broadly  based  impact  evaluation  performed  on  a 
regular  basis. 

In  addition,  regulation  has  in  some  instances  failed  to  adapt  to 
changing  circumstances  and  thus  has  become  inappropriate.  For  ex- 
ample, on  most  routes  railroads  are  no  longer  natural  monopolies  and 
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the  same  is  true  of  some  business  uses  of  telephone  long  lines.  Increased 
scale  economies  (and  natural  monopoly)  in  the  transmission  of  elec- 
tricity means  that  transmission  lines  might  now  be  regulated  as  com- 
mon carriers  and  that  in  some  areas  competition  in  electricity  genera- 
tion could  be  introduced.  Yet,  regulation  in  these  areas  has  remained 
basically  unchanged  at  least  until  recently  with  passage  of  the  Na- 
tional Energy  Act.  Motor  carrier  regulation,  the  justification  for  which 
was  dubious  from  the  very  start,  was  seen  as  a  method  of  preventing 
excessive  competition  and  protecting  the  railroads.  Destructive  com- 
petition is  most  unlikely  in  an  unregulated  trucking  industry,  and 
attempts  to  protect  the  railroads  have  failed.  Yet  regulation  persists. 
The  persistent  nature  of  regulation  is  due  in  large  part  to  interests 
vested  against  change.  After  all,  regulation  has  had  its  beneficiaries. 
Trucking  firms  have  made  large  investments  in  operating  rights. 
Workers  may  have  gained  from  controls,  and  firms  are  familiar  with 
a  regulated  business  environment.  These  groups  will  have  clear  inter- 
ests in  opposing  changes  in  regulation.  The  costs  of  regulation  may  be 
diffused  and  not  visible  to  the  public,  and,  because  of  inadequate  im- 
pact evaluation,  obscure  even  to  policy  makers.  So,  too,  the  benefits  from 
regulatory  change  may  also  be  highly  diffused,  so  change  will  attract 
little  public  support.  Periodic  appraisal  of  regulatory  effectiveness 
and  appropriateness  could  generate  some  movement. 

B.  Reasons  for  Federal  Regulation  :  Which  Ones  Have 
Continuing  Validity  ? 

In  Chapter  2,  we  reviewed  potential  various  reasons  for  regulation. 
These  rationales  could  justify  continuation  of  regulation  much 
as  it  is  at  present;  or,  they  could  continue  to  justify  some  type  of 
federal  intervention  but  not  present  regulation.  Alternatively,  the  ra- 
tionale itself  may  have  been  made  obsolete  by  changing  circumstances. 
Finally  the  rationale  may  have  been  without  merit  from  the  outset. 

In  general,  we  find  that  most  of  the  proferred  rationales  have  either 
at  least  some  degree  of  continuing  validity  or  provide  potential  justifi- 
cation for  federal  intervention.  However,  as  justifications  for  present 
long-term  regulation,  a  number  are  seriously  flawed.  In  all  cases 
alternatives  are  available  which  might  promote  better  achievement 
of  goals  with  lower  costs  or  fewer  adverse  side  effects. 

Simply  because  a  problem  exists  and,  in  theory,  is  remediable  does 
not  mean  that  regulation  or  other  intervention  is  desirable,  even  on 
economic  grounds.  The  potentially  widespread  indirect  costs  and 
consequences  of  regulation,  subsidy,  and  other  interventions  are  clear, 
and  even  direct  costs  are  significant.  In  light  of  that  burden,  inter- 
vention should  only  be  undertaken  where  there  is  a  clearly  identified 
problem,  and  where  the  potential  achievements  of  Government  action 
are  substantial.  The  relevant  benefits  and  consequences  include  effects 
on  economic  efficiency  and  the  distribution  of  income  as  well  as  on  such 
values  ;is  equal  opportunity  and  equal  protection. 

The  discussion  below  emphasizes  economic  effects.  The  general  find- 
ing is  that  natural  monopoly,  external  costs,  imperfect  information, 
and  natural  resources  problems  justify  intervention  in  a  number 
of  areas.  However,  even  in  these  areas,  in  certain  situations  alterna- 
tes would  be  preferable. 
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Other  prof  erred  justifications  for  present  long-term  regulation 
are  much  weaker.  Either  they  inherently  lack  strong  bases  or 
alternatives  appear  preferable  to  present  arrangements.  These  ration- 
ales include  prevention  of  destructive  competition,  regulation  of  com- 
peting industries,  promotion  of  key  industries,  cross  subsidy  in  gen- 
eral and  to  small  communities  in  particular,  and  preserving  "property 
rights"  in  regulation.  Present  regulation  has  been  somewhat  effective 
in  protecting  consumers  from  oil  and  gas  price  increases  by  appropriat- 
ing economic  rents,  but  doing  so  by  price  controls  without  suitable  tax- 
ation has  distorted  both  consumption  and  production  decisions.  Some 
oi  these  rationales  may  justify  short-time  regulation  or  some  other 
form  of  government  intervention  but  not  long-term  regulation. 

1.  Natural  monopoly  conditions  as  a  justification 

The  existence  of  natural  monopoly  has  been  and  continues  to  be  a 
major  justification  for  regulatory  intervention.  That  is  so  because  of 
the  potentially  damaging  effects  of  output  restrictions,  monopoly 
profits  and  discrimination  in  price  or  quality.  Monopoly  power  can 
cause  social  losses  because  of  restricted  output  and  elevated  prices.  Also 
monopoly  profits  can  result,  enriching  producers  at  the  expense  of  con- 
turners.  Finally,  discrimination  may  be  used  to  increase  profits  or  deter 
competition. 

Natural  monopoly  is  only  "natural"  in  a  given  technological 
or  economic  environment  and,  with  market  growth  or  technical 
advance,  competition  may  automatically  develop.  That  has  happened 
in  a  number  of  areas.  For  example,  the  growth  of  efficient  long  distance 
trucking  and  the  decline  of  railroads,  in  part  because  of  regulation, 
has  eroded  most  of  the  original  rail  monopoly  power.  80,  too,  increased 
telephonic  communication,  the  development  of  microwave  technology, 
and  relatively  permissive  FCC  rulings  have  made  competition  feasible 
for  some  business  communications.  Long  distance  individual  message 
service  probably  remains  a  natural  monopoly.  Pipelines  and  electrical 
transmission  are  natural  monopolies  or  tight  oligopolies  on  many 
routes,  and  regulatory  controls  may  be  appropriate  to  prevent 
monopoly  pricing. 

The  technical  changes  which  have  allowed  transmission  of  ultra- 
high voltage  electricity  have  both  enhanced  potential  transmission  line 
monopoly  power,  by  increasing  scale  economies,  and  increased  econom- 
ical transmission  distances.  This  means  that  while  the  need  for  social 
control  of  transmission  lines  may  have  increased,  some  competition 
may  be  feasible  in  electricity  generation.  Increased  natural  monopoly 
in  one  area  may  in  this  way  decrease  monopoly  in  other  areas.  In  the 
electricity  case  it  may  be  appropriate  to  treat  some  transmission  lines 
as  common  carriers,  and  require  relatively  open  access. 

However,  some  actually  or  potentially  competitive  industries  have 
been  regulated  as  natural  monopolies  with  control  of  prices,  entry  and 
exit.  These  include  airlines  and  trucking,  neither  of  which  appear  ever 
to  have  enjoyed  substantial  enduring  monopoly  power. 

Part  of  the  problem,  at  least — particularly  in  trucking  and.  until  re- 
cently, in  airlines — has  been  the  failure  to  recognize  the  constraining 
effects  of  easy  entry  and  mobility  of  capital.  Regulation  has  fostered 
excess  capacity,  excessive  nonprice  competition,  and  inefficient  invest- 
ments in  private  trucking  fleets  by  business  firms.  A  similar  situation 
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has  in  the  past  marked  the  airline  industry.  Such  "problems''  could 
in  principle  be  "solved"  by  further  extending  the  scope  of  present  reg- 
ulation, but  the  result  would  probably  be  even  greater  inefficiency  and 
rigidity.  All  of  which  results  from  regulation  of  inherently  competi- 
tive industries  as  if  they  were  monopolies,  with  control  of  pricing, 
entry  and  to  some  extent,  exit.  Thus  this  justification  is  not  appropriate 
as  a  basis  for  continued  regulation  of  rates  and  entry  in  trucking  or  air 
transportation. 

Competition  should  be  allowed  where  feasible,  and  in  many  cases  the 
regulated  "monopolist"  should  be  permitted,  if  not  required,  to  respond 
by  reducing  prices  but  certainly  no  lower  than  to  an  incremental  cost 
level.  This  would  assure  that  regulated  prices  were  not  sustained  at 
excessively  high  levels.  As  previously  mentioned,  the  FCC  has  allowed 
such  partial  competition  for  leased  microwave  and  long  lines  service. 
The  ICC  has  not  followed  a  similar  course,  much  to  the  detriment  of 
rail  service. 

Entry  restrictions  may  be  justified  in  a  natural  monopoly  settimr 
because  the  cost  of  duplicate  facilities  is,  by  its  nature,  excessive.  If 
competition  did  exist  it  would  tend  to  be  short-lived.  But  attempts  to 
enter  may  be  indications  that  rates  are  excessively  above  cost  or  that 
the  sector  is  not  in  fact  a  natural  monopoly. 

The  possibility  of  monopoly  output  restrictions  and  excess  profits 
does  not  mean  that  traditional  rate  of  return  regulation  will  yield  net 
benefits.  Rate  proceedings  will  be  costly  to  firms,  and  regulatory  delay 
and  uncertainty  can  increase  risks  and  raise  capital  costs.  Also,  shielded 
from  competition,  regulated  monopolies  may  become  inefficient.  Regu- 
lation which  fixes  the  allowed  rate  of  return  above  the  cost  of  capital 
may  induce  excessive  capital  investment  and  raise  costs. 

This  may  have  occurred  in  telecommunication,  where  AT&T  ap- 
pears to  have  shown  a  preference  for  relatively  capital  intensive  al- 
ternatives, preferring  to  build  rather  than  lease  satellite  circuits.  To 
avoid  this  tendency,  regulation  should  attempt  not  to  reward  a  firm 
in  proportion  to  its  use  of  any  particular  input.  Unfortunately,  regu- 
lators have,  restricted  the  use  of  peak-load  pricing,  which  could  allow 
decreased  investments  capacity,  and  lowered  rates,  and  inhibited  the 
introduction  of  new  technologies. 

Indeed  there  is  no  definitive  evidence  that  regulation  has  in  fart 
constrained  monopoly  pricing.  Moreover,  the  possible  side  effects  of 
rcgulatio7i  indicate  that  alternatives  may  be  desirable.  Nationalization 
is  one  possibility,  and  in  foreign  countries  has  been  applied  to  power 
generation,  and  transmission,  transport,  communications,  and  other 
sectors.  In  this  country  it  could  be  an  alternative  to  federal  regulation 
of  monopoly  in  oil  and  gas  pipelines,  some  electricity  transmission,  and 
long-lines  telecommunications.  Yet  the  potential  benefits  from  this  are 
unclear.  The  efficiency  record  of  public  firms  is  uneven.  The  TV  A  can 
be  cited  in  that  regard  as  a  success  but  many  municipally  owned  elec- 
trical utilities  appear  to  price  relatively  inefficiently  by  not  recogniz- 
ing cost  differences  in  rates.  Public  ownership  may  also  decrease  output 
and  raise  prices  to  typical  users.  On  the  other  hand  the  national  British 
and  French  electric  power  systems  appear  to  have  been  relatively  effi- 
cient and  innovative  in  peak-load  and  marginal  cost  pricing.  Foreign 
nationalized  railroads,  still  enjoying  some  degree  of  monopoly  power. 
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have  generally  sustained  losses  perhaps  in  part  due  to  excessive  inno- 
vation resulting  from  easy  access  to  capital  at  low  cost.  Nationalized 
firms  may  be  subject  to  the  imposition  of  special  burdens,  sucli  as  the 
requirement  to  purchase  inefficient  domestically  made  equipment  im- 
posed on  the  French  telephone  system.  Lacking  financial  incentives  to 
lower  costs  and  increase  output  nationalized  linns  may  be  very 
inefficient. 

Even  though  the  private  and  public  airlines  in  Australia  arc  con- 
strained to  be  virtually  identical  in  all  visible  ways,  including  equip- 
ment and  scheduling,  the  privately  run  line  has  been  more  productive. 
Inefficiency  may  show  up  in  lower  costs  combined  with  potentially 
lower  quality  output  as  may  be  the  case  with  V.A.  hospitals.  Overall, 
it  is  doubtful  that  public  enterprise  would  be  an  improvement  on 
present  monopoly  regulation,  and  the  record  indicates  that  results 
could  well  be  worse.  Also  to  effectively  control  monopoly  a  federal 
chartering  authority  would  require  regulatory  powers,  thereby  cre- 
ating little  real  change  in  present  conditions. 

Another  alternative  would  be  to  allow  periodic  competitive  bidding 
for  monopoly  franchises,  thus  encouraging  competition  for  the  right 
to  provide  service  and  constraining  costs  and  pricing  discretion.  If 
rate  structures  are  complex  or  the  product  has  many  dimensions, 
choice  of  a  provider  may  be  very  difficult.  If  capital  equipment  is 
very  long  lived — as  hi  electricity  distribution,  franchises  may  neces- 
sarily be  so  long  that  incumbents  will  acquire  insurmountable  advan- 
tages over  potential  providers. 

If  contracts  must  recognize  a  wide  range  of  economic  and  tech- 
nical contingencies,  some  formal  regulation  will  be  required  as  well 
and  potential  providers  will  have  incentives  to  attempt  to  gain  entry 
by  initial  low-bid  "bait  and  switch  tactics".  But  bidding  for  fran- 
chises in  cable  TV  (which  is  primarily  regulated  at  the  local  level), 
combined  with  careful  study  of  the  bid  proposals,  can  provide  a  check 
on  cost  and  performance.  One  possibility  would  be  to  grant  future 
licenses  or  certificates  not  in  perpetuity  but  for  a  more  limited  period, 
and  give  government  or  government-selected  "new"  providers  "buy 
out"  rights  according  to  pre-arranged  terms.  The  risks  of  displace- 
ment might  possibly  raise  the  cost  of  capital,  but  incumbent's  power 
could  be  lessened.  Finally,  direct  subsidy  could  be  used  to  induce 
monopolies  to  expand  output.  But  that  would  conflict  with  the  goal 
of  reducing  monopoly  profits. 

Alternatives  aside,  the  overall  extent  of  natural  monopoly  in  regu- 
lated sectors  is  less  than  believed,  because  market  growth  and  the 
appearance  of  substitutes  have  offset  concentrating  tendencies.  More- 
over, entry  restriction  and  price  regulation  should  not  be  absolute 
even  in  supposed  "monopoly"  sectors.  Indeed,  regulation  should  man- 
date increased  peak  load  and  other  suitably  "responsive"  pricing. 
Some  increased  regulatory  oversight  of  major  capital  expenditure 
programs  could  counter  tendencies  to  undue  rate-base  expansion, 
though  this  should  be  done  on  a  highly  selective  basis  so  as  not  to 
inhibit  innovation.  Franchise  bidding  combined  with  regulatory  over- 
sight of  contracts  should  be  given  at  least  experimental  trials,  possibly 
in  the  field  of  cable  television.  Most  importantly,  potentially  com- 
petive  sectors  such  as  airlines  and  trucking  should  not  be  regulated 
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as  monopolies.  Gradual  and  phased  relaxation  of  both  entry  and  price 
controls  could  lower  costs  and  prices,  and  improve  service  quality 
with  little  risk  of  either  monopoly  excess  or  destructive  competition. 
While  natural  monopoly  can  justify  some  form  of  public  control, 
today's  apparent  monopoly  can  become  tomorrow's  workably  com- 
petitive sector.  And  the  opposite  could  also  occur.  This  only  lends 
strength  to  our  general  recommendation  for  thorough  periodic  review 
of  regulatory  performance  and  appropriateness. 

2.  Controls  on  price  discrimination 

Much  Federal  and  state  regulation  generally  has  as  a  stated  purpose 
the  prevention  of  undue  discrimination,  in  the  sense  of  prohibiting 
different  prices  for  similar  services.  For  example,  price  discrimina- 
tion between  long  and  short  hauls  and  in  favor  of  large  shippers 
were  among  the  complaints  leading  to  railroad  regulation  and  estab- 
lishment of  the  ICC.  To  be  sure,  price  discrimination  can  unduly 
increase  producer  profits,  at  the  expense  of  disfavored  groups,  and 
impede  competition.  However,  perversely,  regulation  sometimes  actu- 
ally imposes  or  fosters  discriminatory  practices  by  regulated  firms. 
For  example,  first  class  postal  rates,  although  uniform,  do  not  reflect 
location  and  distance,  and  thereby  may  discriminate  against  users  on 
high  density  routes  or  those  sending  letters  short  distances.  Generally 
any  regulatory  approach  which  prevents  relative  costs  and  scarcity 
values  from  being  reflected  in  rates  or  prices  may  be  discriminatory. 

In  both  the  short  and  long  run,  cost-based  price  differences  ai^e 
necessary  for  efficiency.  In  the  short  run  price  variance  may  exist  (as 
between  regions)  because  of  differential  scarcity  and  resource  immo- 
bility. Under  competition  these  price,  differences  will  promote  efficient 
patterns  of  production  and  consumption.  Economic  price  discrimina- 
tion— which  charges  different  price-cost  margins  to  various  users  as 
an  exercise  of  monopoly  power — can  have  good  and  bad  effects. 
Monopoly  profits  will  increase  but  the  firm  may  expand  output,  thus 
reducing  restrictions  in  that  regard.  This  can  lead  to  threatened  entry 
into  the  high  rate  areas  and  demands  for  protection  from  entry. 
Discrimination  can  also  competitively  disadvantage  payers  of  high 
rates.  Selective  or  predatory  price  cutting  and  discrimination  can  be 
used  by  monopolies  to  destroy  competition  or  deter  entry.  It  can  also 
lead  those  subject  to  high  rates  to  expend  resources  to  gain  access  to  the 
lower  rate  levels. 

In  many  regulated  sectors,  it  does  not  appear  that  discrimination 
is  or  could  be  a  significant  problem.  For  example,  under  present  cir- 
cumstances rail  monopoly  power  is  probably  too  slight  for  there  to 
be  much  discrimination.  So  too,  trucking  is  too  flexible  and  atomistic 
for  there  to  be  substantial  monopoly  power  and  discrimination  with- 
out regulation.  In  a.  less  regulated  airline  industry  monopoly  power 
on  most  routes  would  be  slight  and  the  ability  to  harmfully  discrimi- 
nate small.  This  leaves  pipelines,  telephone  long  lines  and  electricity 
I  pansmission  lines,  which  could  have  enough  monopoly  power  to  make 
harmful  discrimination  a  real  possibility. 

1  Jreyenting  price  differences  can  have  negative  effects,  and  imposing 
uniform  prices  when  costs  differ  is  itself  discriminatory.  Disallowing 
cost-justified  rate  differences  can  slow  technical  progress,  as  in  the 
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transportation  industries,  where  introduction  of  unit  trains,  larger 
hopper  cars,  and  "piggy-back"  service  was  slowed.  To  increase  air 
carrier  profits,  the  CAB-required  discrimination  in  the  form  of  en- 
forced higher  margins  on  long  haul  flights,  inducing  investment  in  the 
inefficient  and  rapidly  obsolete  DC-7.  Had  prices  not  been  discrimina- 
tory and  had  fare  discounts  been  offered  on  flights  with  stops,  this 
wasteful  investment  would  probably  not  have  been  made. 

Prohibiting  peak-load  price  differences  (perhaps  on  the  ground  that 
they  are  viewed  as  discriminatory)  can  cause  excessive  investment,  in 
capacity  and  elevated  rates.  Charging  uniform  airport  landing  fees 
does  not  take  account  of  actual  costs  of  delay,  congestion  and  in- 
creased risks  of  accident  at  peak  hours;  and  may  contribute  to 
pressure  for  increased  airport  capacity,  with  resulting  environmental 
impacts  and  greater  demands  for  subsidy.  "Nondiscrimination"  in 
landing  fees  also  heavily  subsidizes  general  aviation  users  of  busy 
airports,  at  the  expense  of  other  flyers,  while  yielding  comparatively 
slight  benefits  to  general  aviation.  Similar  problems  occur  with  "non- 
discriminatory" highway  tolls  which,  if  constant  over  the  day  and 
week  will  not  take  account  of  the  costs  of  congestion.  In  order  to 
be  efficient,  rate  or  fee  differences  should  take  account  of  all  the  rele- 
vant cost  differences  whether  the  costs  are  visible  or  not,  and  not 
simply  be  based  on  the  costs  to  producers  of  providing  service.  "User 
charges"  equal  to  all  will  be  discriminatory  in  effect  if  various  users 
impose  different  social  costs. 

Imposing  identical  prices  when  costs  differ  may  also  cause  deterio- 
ration in  the  higher  cost  service  and  may  induce  wasteful  service 
competition  to  capture  business  in  the  high  profit  areas.  The  latter 
has  clearly  occurred  in  the  CAB  regulated  airline  industry  though 
recent  reform  have  reduced  the  problems. 

As  an  alternate  to  regulation,  public  enterprise  is  one  option  for 
preventing  undue  discrimination,  on  the  theory  that  government 
could  achieve  that  purpose  by  simply  setting  appropriate  rates.  How- 
ever that  may  not  be  as  simple  as  it  appears.  For  example,  the  United 
States  Postal  Service  has  continued  heavy  discrimination  against  first 
class  users  despite  explicit  legislative  instructions  and  adverse  court 
decisions.  Moreover  public  enterprise  may  be  more  vulnerable  than 
private  firms  to  powerful  pressures  for  special  treatment.  Also,  if 
viewed  as  a  source  of  revenue  (as  was  the  British  Post  Office)  public 
ownership  might  in  fact  have  strong  tendencies  to  discriminate  to  in- 
crease profits.  Shielded  from  competition,  they  could  do  so  even  more 
rapaciously  than  private  firms. 

Overall,  assuming  the  existence  of  a  problem  in  need  of  remedy, 
regulation  may  be  the  best  way  to  deal  with  undue  discrimination.  But 
that  justification  ought  to  be  used  sparingly,  because  whenever  possible 
cost-justified  differences  should  be  allowed.  Certainly,  in  competitive 
industries,  there  is  little  rationale  for  regulating  price  at  all,  much  less 
price  differences.  Firms  with  market  power  in  industries  with  entry 
barriers  might  engage  in  predation  or  anticompetitive  selective  price 
cutting,  but  such  actions  have  been  rare  in  unregulated  industries. 

Predatory  discrimination  may  be  more  likely  in  regulated  industries 
where  entry  is  barred  or  limited,  or  where  firms  may  have  incentives 
to  enter  unprofitable  markets  to  increase  their  rate  bases  and  allowable 
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total  profits.  Telecommunications  may  be  such  an  industry,  but  ex- 
amples of  predation  are  not  apparent.  Requiring  that  prices  at  least 
cover  the  direct  costs  of  service  sharply  reduces  the  potential  for  preda- 
tory discrimination.  Overall,  then,  a  combination  of  some  regulatory 
oversight  of  price  structure,  with  elastic  concepts  of  appropriate  cost 
justification,  appears  desirable  in  those  cases  where  substantial  monop- 
oly power  exists.  On  the  other  hand,  in  competitive  industries,  there  is 
no  compelling  reason  to  regulate  price  differences.  Moreover,  in  such 
industries,  price  regulation  is  likely  to  be  wasteful,  costly  and  ad- 
ministratively burdensome. 

3.  Control  of  external  effects 

Compelling  firms  or  individuals  to  consider  the  full  consequences 
of  their  actions  is  without  doubt  a  valid  justification  for  some  form  of 
government  intervention.  As  previously  mentioned,  the  major  thrust 
of  present  regulation  is  setting  and  enforcing  standards,  on  the  theory 
that  by  doing  so  firms  and  individuals  as  well  as  state  and  local  gov- 
ernments will  be  forced  to  properly  consider  the  costs  of  their  actions 
and  thereby  control  external  effects.  But,  if  standards  go  unenforced 
or  sanctions  are  ineffective,  the  system  will  not  work  effectively.  This 
may  have  been  the  case  for  FDA  food  plant  inspections  and  OSHA 
safety  inspections  as  well  as  some  EPA  programs.  By  their  nature, 
standards  appear  to  guarantee  certainty  of  result.  However,  if  the 
costs  of  complying  are  substantial  in  comparison  to  the  costs  of  not 
complying,  the  result  will  be  far  from  certain. 

Regulation  uses  many  types  of  standards,  which  fall  into  two  major 
categories.  "Performance  standards"  require  certain  achievements, 
such  as  particular  emission  levels,  stopping  distances,  nutritional  quali- 
ties, or  levels  of  worker  exposure  to  hazards.  That  type  of  standard 
allows  firms  and  individuals  to  choose  the  least-cost  method  of  compli- 
ance. This  approach  encourages  flexibility  and  technical  change,  al- 
though extensive  monitoring  may  be  necessary  to  insure  compliance. 
But  if  the  standards  are  set  without  regard  to  compliance  costs  and 
potential  consequences,  undue  burdens  may  be  imposed.  For  example, 
Federal  flood  insurance  regulations  require  all  member  communities 
to  provide  protection  against  the  "100  year  flood"  however  slight  the 
potential  hazard.  On  the  other  hand  "specification  standards"  require 
particular  means  of  achievement,  such  as  specific  design,  equipment  or 
techniques.  Unlike  performance  standards,  monitoring  and  enforce- 
ment can  be  less  burdensome.  Yet  delineating  specific  means  of  achieve- 
ment necessarily  limits  the  range  of  technological  change  and  may  im- 
pose unnecessary  costs.  Flexibility  is  also  lost,  as  firms  and  individuals 
are  given  little  latitude  to  choose  the  least  cost  method  of  compliance. 

Despite  its  drawbacks,  a  standards-enforcement  approach,  is  in  cer- 
tain circumstances  justified.  Specification  standards  in  particular  and 
standards  in  general  are  most  appropriate  when  the  risks  from  "non- 
compliance" are  great — as  in  the  case  of  dangers  associated  with  nu- 
clear reactors — or  when  the  consequences  may  be  severe  or  irreversible, 
as  with  possible  epidemic-causing  diseases.  Thus  this  approach  has  a 
certain  viability. 

However,  unless  carefully  designed,  standards  may  impose  higher 
than  necessary  costs.  That  consequence  could  occur  with  standards 
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which  require  equal  effort  or  abatement  from  all  sources  of  external- 
ities. For  this  to  be  justified  the  level  of  hazard  caused  by  each  source 
would  itself  have  to  be  of  critical  importance,  and  not  simply  the  total 
or  average.  However  appropriate  that  may  be  .some  hazards,  it  is  of 
little  use  for  most  environmental  problems.  Requiring  "equal"  abate- 
ment can  impose  very  high  cost  by  requiring  investment  by  some 
sources  even  when  very  little  benefit  is  produced.  The  result  at  least 
for  some  air  and  water  pollution  problems  can  be  abatement  costs 
double  that  necessary  to  achieve  the  same  level  of  environmental 
quality. 

Strict  enforcement  of  standards  would  be  important  if  there  were 
clear  and  undisputed  "thresholds,"'  above  which  risk  or  damage  in- 
creased dramatically.  In  general  this  appears  not  to  be  the  case.  Rather 
damages  generally  rise  steadily  with  exposure  both  in  environmental 
and  other  areas.  This  means  that  it  is  often  very  difficult  to  set 
such  ''thresholds."  Still  standards  might  be  desirable  as  targets  or 
goals,  provided  that  compliance  did  not  impose  substantial  costs. 
But  compelling  evidence  exists,  particularly  in  the  environmental 
areas,  that  the  costs  generally  rise  very  rapidly  with  the  degree  of 
abatement;  thus  suggesting  that  meeting  a  particular  standard  may 
impose  very  large  additional  costs  while  yielding  only  minor  benefits. 
Of  course  some  products  or  activities  may  be  so  hazardous  or  entail 
such  risks  that  strict  enforcement  or  even  an  outright  ban  is  mandated. 

Standards  generally  provide  no  automatic  incentive  to  reduce  ex- 
ternal damages.  Specification  standards  also  do  not  encourage  the 
adoption  of  least-costly  options  or  the  development  of  better  tech- 
nologies. This  is  particularly  true  for  environmental  problems,  where 
standards  provide  only  an  incentive  for  delaying  compliance  and  its 
costs  as  long  as  possible. 

The  vast  array  of  product,  occupational,  and  environmental 
externalities,  and  the  millions  of  firms  and  individuals  who  contribute 
to  or  are  affected  by  those  problems,  suggest  that  it  will  be  very  dif- 
ficult for  conventional  regulation  alone  to  produce  progress.  What  is 
accomplished  may  be  unnecessarily  expensive,  in  the  absence  of  in- 
centives to  internalize  the  external  effects  in  the  least  costly  manner. 

A  variety  of  mechanisms  can  supplement  or  substitute  for  stand- 
ards-enforcement regulation.  "With  proper  information,  collective 
bargaining  between  employers  and  employees  may  be  able  to  deal 
with  a  wide  range  of  occupational  safety  and  health  problems,  as  is 
increasin<rlv  beino-  done  here  and  abroad.  Government  enforcement 
resources  could  then  be  more  heavily  devoted  to  the  nonunionized, 
unskilled,  and  highly  mobile,  who  will  generally  be  exposed  to  greater 
hazards.  Individual  or  class  action  liability  sutis  against  producers, 
employers,  or  even  polluters  provide  some  degree  of  abatement  incen- 
tive. But  the  incentives  would  be  very  uneven  and  substantial,  and  risk 
or  damage  could  occur  before  settlement.  Of  course,  such  lawsuits  can 
be  effective  only  if  causal  responsibility  is  clear  and  supported 
by  evidence.  Strict  manufacturer  liability  appears  inappropriate, 
since  many  accidents  cannot  reasonably  l>e  attributed  to  faulty  ma- 
chine or  product  design,  and  such  a  system  would  be  very  costly. 

Experience  or  risk-rated  workmen's  compensation  or  product  lia- 
bility insurance  can  provide  incentives  to  take  account  of  external 
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effects,  and  does  compensate  for  injuries.  However,  only  for  quite  large 
firms  do  workmen's  compensation  rates  reflect  actual  experience,  so 
the  costs  of  many  firms'  accidents  are  borne  in  large  part  by  others. 

Taxes  or  fees  could  provide  significant  incentives  for  abatement  of 
a  wide  range  of  external  effects,  irom  workplace  accidents  to  highway 
and  airport  congestion  to  environmental  pollution  and  the  risks  of 
future  oil  embargoes.  The  success  of  a  fee  approach  depends  on 
monitoring,  but  by  comparison  only  very  simple  tecimology-based 
standards  would  have  a  significant  apparent  enforcement  advantage. 
And  if  the  required  technologies  did  not  operate  as  anticipated,  this 
advantage  would  prove  illusory. 

Compared  with  standards,  xees  or  penalties  have  several  decided 
advantages.  There  would  be  automatic  incentives  to  comply  rather 
than  dela}r,  since  that  course  would  reduce  costs,  as  well  as  a  direct 
profit  incentive  to  use  the  lowest  cost  method  of  abatement — whether 
this  required  capital  investment,  product  or  process  changes,  better 
operating  and  maintenance  procedures,  worker  training,  or  use  of 
different  materials. 

Fees  or  penalties  encourage  efficient  abatement.  Under  such  a  sys- 
tem, low  abatement  cost  sources  will  do  a  greater  share  of  the  abate- 
ment and  higher  cost  sources  will  abate  relatively  less,  thus  reducing 
costs  perhaps  by  as  much  as  50%.  This  may  conflict  with  principles 
of  equal  "sacrifice."  But  the  economic  gains  could  be  very  large,  and 
there  need  be  no  lesser  achievement  of  goals  unless  the  fee  is  set  in- 
correctly or  the  level  of  abatement  by  particular  sources  was  of 
concern. 

Environmental  use  fees  have  been  implemented  in  a  number  of 
countries  as  supplements  to  standards-enforcement.  Taxes  or  fees 
appear  promising  as  a  potential  remedy  for  a  number  of  problems, 
including  excessive  automotive  fuel  consumption  and  pollution,  sul- 
fur dioxide  emissions  and  airport  congestion.  Administrative  penal- 
ties on  work  related  accidents  could  also  improve  safety  as  could 
charges  for  hazardous  substances  in  the  workplace. 

Incentives  could  be  established  by  creating  exchangeable  rights  to 
engage  in  the  activity  to  be  controlled.  Like  standards,  a  rights  system 
is  onty  as  effective  as  the  penalties  enforcing  it.  Enforced  by  stringent 
penalties,  rights  would  rigorously  limit  the  activity  and  would  be 
most  appropriate  for  severe  risks  or  irreversible  damages,  such  as 
hazardous  pollution  or  airport  landing  at  peak  hours.  The  EPA  sys- 
tem of  air  pollution  "offsets"  implements  a  partial  system  of  pollution 
rig] its  and  can  encourage  cost  effective  meeting  of  National  Ambient 
Air  Quality  Standards.  The  offset  policy  has  substantial  promise  and 
should  be  developed  into  a  full-fledged  market  for  pollution  rights. 

The  incentive  for  automatic  "compliance"  from  fees  or  taxes  could 
he  provided  by  "delayed  compliance  penalties"  as  implemented  in 
■: ■■<  I  icut  and  proposed  in  the  19Tjq  and  11)77  Clean  Air  Act  Amend- 
ments. Sources  not  meeting  schedules  would  pity  a  fee  set  at  the 
estimated  saving  in  compliance  costs.  The  notion  is  that  the  source 
would  then  have,  some  incentive  to  comply.  Estimation  of  penalties 
would  be  easy  if  compliance  techniques  were  simple.,  but  not  other- 
wise. Such  a  system  could  induce  compliance  but  unlike  fees,  it  provides 
little  or  no  incentive  Tor  cost-effective  allocation  of  abatement  among 
sources  and  would  not  encourage  proper  maintenance  and  operation. 


Fees,  rights  and  other  incentives  have  been  criticized  as  "licenses 
to  pollute."  This  is  a  specious  criticism.  The  standards-enforcement 
mechanism  could  also  be  characterized  as  such  a  license;,  since  under 
that  approach  pollution  (or  other  activities)  is  permissible  provided 
the  standard  is  not  exceeded.  And,  in  fact,  a  standard  is  closer  to  a 
"license"  since  some  hazard  or  pollution  is  allowed  at  no  charge.  Fees 
have  been  criticized  as  imposing  excessive  financial  burdens  by  requir- 
ing both  abatement  expenditures  and  payments  for  remaining  pollu- 
tion or  other  activities.  But  since  fees  induce  cost  effective  abatement, 
lowering  total  abatement  cost,  this  need  not  occur.  And,  environmental 
fees  may  lessen  the  burden  of  high  abatement  cost  for  small  firms  by 
concentrating  abatement,  where  its  costs  are  lower.  Overall,  the  argu- 
ments for  incentive  systems  are  strong.  In  some  cases  of  enormous 
risks  and  irreversible  eons<i<<;  nces  strictly  enforced  standards  may  be 
preferred.  But  even  then,  <  Uarges  or  saleable  rights  can  provide  in- 
centives for  reducing  the  hazards.  Sometimes  specification  standards 
requiring  major  source;  to  use  a  particular  technology  can  aid  moni- 
toring and  indicate  what  is  feasible.  But  there  are  compelling  reasons 
to  use  the  automatic  and  pervasive  force  of  incentives  to  encourage 
rapid  and  efficient  abatement  of  a  wide  range  of  hazards. 

4.  Problems  of  imperfect  information 

Correcting  inadequacies  concerning  information  is  often  a  valid 
basis  for  government  intervention  of  one  form  or  another.  The  costs  of 
providing  information  are  not  easily  chargeable  to  those  who  are  there- 
by benefited.  For  that  reason,  the  marl-ret  may  underprovide  informa- 
tion. So  too,  some  produce;;;  arid  employers  may  view  it  in  their 
interests  to  provide  incomplete  or  inaccurate  information.  Adequate 
information  is  important.  Without  proper  information,  some  decish tiis 
may  result  in  undesired  consequences  or  external  effects.  With  good 
information  many  potential  external  effects  will  be  internalized.  For 
example,  consequently  workers  may  demand  higher  wages  for  hazard- 
ous work  and  consumers  may  avoid  products  known  to  be  unhealthy. 
Imperfections  in  information  can  create  monopoly  power  even  without 
high  concentration.  For  example,  lacking  information  on  alternatives, 
patients  may  necessarily  have  to  reply  on  their  doctors'  judgments.  In 
the  case  of  doctors,  licensure  is  supposed  to  assure  competence  and 
professional  ethics  guard  against  deception.  It  is  not  clear  that  this 
has  been  effective.  Providing  additional  information  may  lessen  this 
power. 

Information  has  its  limitations.  It  may  not  be  available,  or  readily 
understandable.  In  the  health  area,  information  is  often  difficult  to 
appraise,  consequences  are  potentially  severe  or  irreversible  and  causal 
relationships  are  frequently  unclear. 

Under  these  circumstances  even  well  informed  workers  and  consum- 
ers would  find  it  difficult  to  bring  pressure  to  bear  on  producers  and 
employers  for  corrective  or  preventative  measures.  Some  hazards,  such 
as  brake  failure  and  some  occupational  diseases  may  affect  third  par- 
ties. Severity  of  consequences  is  not  the  only  determinant  of  the  use- 
fulness of  market  information  in  determining  hazards.  Botulism  can 
easily  cause  death,  while  salmonella  poisoning  generally  does  not.  But 
botulism  is  easily  traceable  to  manufacturers  or  home  canners,  and 
proper  manufacturing  makes  it  extraordinarily  unlikely.  In  contrast, 
salmonella  can  be  caused  by  a  wide  range  of  factors,  is  not  readily 
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traceable  to  a  particular  source,  and  often  has  ambiguous  symptoms. 
Since  manufacturers  responsible  for  botulism  are  identifiable,  lawsuits, 
adverse  publicity  and  potential  loss  of  goodwill  makes  the  case  for 
strict  regulation  less  compelling.  That  is  not  true  with  salmonella :  it 
will  rarely  be  traced  to  food  manufacturers,  even  in  instances  where 
they  are  the  source  of  the  problem.  Thus  detailed  regulation  of  pro- 
duction processes  may  be  desirable. 

Moreover  workers  and  consumers  sometimes  choose  to  ignore  risk, 
even  if  provided  with  reliable  information.  Government  intervention 
may  be  required.  For  example,  cigarette  consumption  continues  de- 
spite veil-publicized  health  hazards;  but  no  driver  may  operate  a 
vehicle  at  excessive  speeds  without  facing  possible  penalties.  In  the 
latter  case,  information  on  the  risk  involved  is  coupled  with  sanctions 
to  encourage  compliance. 

Indeed,  information  without  something  more  is  often  inadequate. 
For  example,  risk  of  workplace  injury  is  highest  for  newer  workers 
who  have  had  less  opportunity  to  gather  information,  and  high  turn- 
over industries  have  relatively  high  accident  rates.  Injured  workers 
will  leave  jobs,  depriving  others  of  needed  information.  That  problem 
can  be  aggravated  by  the  nature  of  the  occupation :  unskilled  workers 
may  be  easily  replaceable  at  little  cost.  Therefore,  high  turnover  in- 
dustries employing  unskilled  workers  may  present  relatively  great 
hazards.  All  of  which  suggests  that  some  combination  of  standards- 
enforcement  eiforts  and  information  programs  may  be  required. 

Of  course  determining  an  appropriate  supplement  for  information 
should  involve  consideration  of  various  alternatives.  For  example, 
compulsory  licensing  of  certain  occupations  has  been  justified  by  con- 
sumer inability  to  judge  qualifications.  But  a  testing  and  certification 
program  would  require  only  consumer  ability  to  understand  the 
grounds  for  certification  or  even  less,  to  know  that  certification  indi- 
cated some  degree  of  competence.  Although  the  seriousness  of  potential 
harm  could  justify  a  more  stringent  degree  of  government  control,  that 
potentiality  clearly  does  not  apply  to  even  most  occupations.  So  too, 
compulsory  licensing  requirements — as  with  all  standards — can  slow 
technical  change  and  limit  availability. 

5.  Information  can  he  a  substitute  for  regulation 

Banning  and  specification  standards  are  employed  in  some  food 
areas  where  it  appears  that  informational  approaches  could  be  used. 
For  example,  food  ingredients,  which  exceed  "defect  action  levels" 
(D.A.L.)  for  insect  parts  or  other  substances,  are  banned — even  when 
the  final  product  contains  very  small  proportions  of  these  foreign  ele- 
ments and  processing  eliminates  any  potential  health  hazard.  Thus, 
purity,  rather  than  safety,  is  the  pre-eminent  consideration.  Perhaps 
the  major  justification  for  the  present  approach  is  the  special  emo- 
tional importance  of  food  in  our  lives.  Consumers  may  wish  to  believe 
that  their  food  is  pure — made  from  "clean"  ingredients  in  a  "proper1' 
manner.  But  that  course  has  its  costs.  In  one  case,  lowering  the  per- 
missible insect  levels  for  fruits  and  vegetables  increased  pesticide  con- 
tamination in  some  food  products.  The  present  approach  involves  set- 
ting standards  for  purity.  A  less  costly  alternative  might  be  to  inform 
consumers  through  government  grading  of  food  purity  status,  and 
thereby  allow  choice. 


281 

Much  FDA  food  regulation  is  based  on  specification  standards  for 
ingredients  and  food  manufacturing  practice  (GMP),  which  may  un- 
duly restrain  technical  change  and  limit  product  variety.  In  many 
cases,  the  GMP's  are  sanitation  oriented,  and  generally  any  health 
problems  would  be  eliminated  in  processing.  Even  if  that  were  not  the 
case,  testing  of  final  products  in  accord  with  performance  standards 
could  often  detect  safety  or  health  problems.  Although  in  some  cases 
GMP  standards  might  be  cheaper,  that  is  not  always  true.  The  strict 
standards-enforcement-banning  regulation  adopted  might  be  more  ap- 
propriate to  rather  potentially  severe  health  or  safety  problems  than 
to  relatively  harmless  contamination.  Even  assuming  a  public  prefer- 
ence for  purity,  an  informational  approach  of  "aesthetic  grading-' 
could  increase  food  supplies  and  lower  cost  while  satisfying  various 
consumer  tastes.  Whether  such  an  approach  could  satisfy  consumer 
demands  for  purity  or  yield  major  cost  savings  is  unclear. 

Interestingly,  an  informal  educational  solution  is  taken  to  the  con- 
trol of  a  serious  health  hazard-trichinosis.  Pork  is  not  banned  and 
warnings  are  generally  not  given.  Rather,  it  is  assumed  that  consum- 
ers will  properly  handle  and  cook  the  meat,  even  though  serious  dis- 
ease may  result  from  failure  to  do  so.  This  appears  contradictory  with 
the  banning  approach  taken  to  guard  against  food  hazards  which  en- 
tail no  risk  to  health.  Yet,  even  though  information  may  reduce  the 
problem,  banning  dangerous  drugs  may  be  justified  when  consequences 
are  potentially  severe  and  irreversible.  Such  is  not  the  case  with 
meat  from  a  bruised  animal  or  mushrooms  containing  "excessive" 
insect  parts.  In  economic  terms,  banning  in  those  instances  is  justified 
only  if  the  cost  savins  from  not  doing  so  would  be  slight. 

Direct  government  requirement  or  provision  of  information  can 
have  adverse  side  effects.  Were  they  to  be  implemented,  some  con- 
sumers may  find  the  FTC's  proposed  mandatory  disclosures  of  nutri- 
tional information  helpful.  But  if.  for  example,  the  disclosure  re- 
quired substantial  advertising  time  and  effort,  as  initial  proposals 
indicated,  it  would  raise  the  cost  of  providing  nutritional  informa- 
tion and  potentially  decrease  the  amount  supplied.  Consequently, 
there  will  not  only  be  fewer  nutritional  advertising  claims  but 
less  available  information  on  that  subject. 

As  previously  mentioned,  a  major  argument  against  the  use  of  in- 
formational approaches  is  that  they  protect  only  those  capable  of 
appraising  that  knowledge,  and  may  systematically  disfavor  the  il- 
literate, the  non-English  speaking,  or  the  less  well-educated  persons. 
But  a  s'andard-banning  approach,  which  raises  cost  to  all.  may  most 
adversely  a  iTcct  the  same  groups,  who  might  be  quite  willing  to  sacrifice 
food  "purity"  for  lower  cost.  Similarly,  imposing  very  safe 
working  conditions  may  lower  wages  below  what  they  would  be  i 
wise.  And  some  low  income  or  other  workers  might,  if  given  a  choice, 
prefer  greater  risk  in  return  for  higher  wages.  Thus,  in  that  situaf  ion, 
worker  interests  may  not  be  met  either. 

With  accurate  and  comprehensible  information  workers  and  con- 
sumers have  a  basis  to  make  informed  choices.  Considering;  the  low  ex- 
pected penalties  for  violation  of  OSHA  standards  and  the  uneven 
evidence  on  the  effects  of  FDA  inspections,  it  appears  unwise  to  rely 
on  standards  alone.  To  do  so  can  impose  undue  costs  and  rigi'lities. 
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which  possibly  could  be  avoided  by  better  information.  Attempts 
should  be  made  to  increase  market  pressures  to  reduce  hazards.  Re- 
quired disclosure  of  product  attributes  and  workplace  conditions  can 
aid  this  process.  Moreover,  the  standards-enforcement-banning  ap- 
proach appears  generally  best  reserved,  as  in  the  environmental  area, 
for  hazards  with  severe  and  irreversible  consequences  or  the  potential 
for  substantial  adverse  effects  on  third  parties.  Certain  drugs  may 
meet  these  criteria,  as  may  unsafe  automobile  tires.  But  many  food 
products  do  not,  and  only  some  occupational  health  hazards  meet  the 
criteria  which  could  justify  a  pure  standards  approach.  Information 
and  incentives  can  at  least  complement,  if  not  entirely  replace,  the  tra- 
ditional approach  to  problems  of  occupational  and  product  safety  and 
health.  Certainly  for  many  occupations,  certification  which  takes  ac- 
count of  consumer  information  needs  could  replace  compulsory  licenses 
that  are  now  required. 

In  summary,  government  does  have  a  role  in  assuring  the  provision 
of  useable  information  on  product  and  workplace  hazards.  That  pur- 
pose could  be  accomplished  either  by  mandating  disclosures  or  by 
('':•(  ct  government  dissemination  of  suitable  information.  However, 
where  risks  are  great  or  particular  groups  are  especially  susceptible,  an 
information  approach  without  something  more  may  be  inadequate.  In 
]  cases,  information  could  be  supplemented  by  standard  setting 

compulsory  licensure,  and  possibly  even  banning  certain  products, 
processes  or  substances. 

0.  Requtati&n  of  natural  resources 

When  producers  have  a  "common  poor'  resource — such  as  a  pe- 
troleum reservoir,  a  radio  frequency  band,  or  a  fish  supply — there 
is  a  clear  a7id  valid  rationale  for  government  intervention.  'That  is  so, 
because  in  that  situation  one  firm's  use  may  directly  reduce  another s. 
and  free  competition  under  the  rule  of  capture  can  lead  to  excessively 
rapid  overuse.  The  "common  pool  problem"  arises  in  part  because  pro- 
ducers do  not  take  account  of  the  effects  of  their  actions  in  decreasing 
others'  production — that  is,  they  may  undervalue  the  resource  provided 
by  the  pool.  The  logic  of  this  externality  is  similar  to  those  discussed 
above,  and  applies  to  highways,  airports,  and  the  general  environ- 
ment as  well  as  to  oil  reservoirs  and  fish.  Regulation  has  been  justified 
in  order  to  control  such  use.  However,  oil  prorationing,  a  principal 
example  of  regulation  justified  on  this  basis,  served  to  unduly  elevate 
prices,  restrict  supplies  and  create  inefficient  and  excessive  capacity. 
A  possibly  preferable  alternative  would  be  "compulsory  unitization", 
requiring  operation  of  the  pool  as  a  unit.  Yet  that  could  involve 
potentially  collusive  contacts  among  producers. 

Still  another  solution  would  be  for  government  to  levy  a  fee  per 
unit  use  of  the  pool.  The  fee  could  be  adjusted  to  achieve  the  rate  of 
onsidered  appropriate.  Alternatively  the  government  could  sell 
(or  giant)  transferable  rights  to  the  pool,  and  thereby  assign  quotas. 
Both  such  systems  could  result  in  efficient  use  of  the  pool  and  would 
allow  the  public  to  receive  some  of  the  resource's  scarcity  value. 

A  system  of  allocation  of  radio  frequency  spectrum  by  competitive 
auction  could  achieve  similar  ends,  assuring  that  limited  spectrum 
space  went  to  high  value  users.  Some  direct  regulation  might  still  be 
necessary  to  prevent  interference,  and  competitive  allocation  might  not 
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solve  the  tendency  of  stations  to  program  in  accord  with  what  is  per- 
ceived popular  tastes. 

Thus  this  rationale  like  some  others  is  clearly  valid  and  the  issue  is 
which  of  the  available  alternative  approaches  should  be  adopted  in 
order  to  accomplish  this  objective. 

7,  Regulation  to  control  tin  distribution  of  unearned  income  or  wind- 
fall profits,  and  shield  consumers  from,  high  o,  -.  d  prices 

Price  controls  as  a  variety  of  regulation  have  been  imposed  in  order 
to  protect  consumers  from  higher  costs,  thus  distributing  economic 
rents — returns  over  and  above  what  is  necessary  to  maintain  produc- 
tion— away  from  producers. 

For  example  present  regulation  of  oil  and  gas  prices  clearly  prevents 
some  producers  from  receiving  economic  returns  above  those  required 
to  maintain  production,  and  thus  transfers  income  to  consumers  via 
lower  prices.  The  total  transfer  is  very  large,  something  on  the  order 
of  830  billion  per  year.  However  the  net  gain  to  consumers  is  less  be- 
cause the  resulting  shortages  mean  that  many  consumers  must  do 
without  natural  gas.  Even  at  higher  prices,  some  evidence  suggests  that 
phased  decontrol  of  gas  prices  could  yield  consumer  benefits  of  over 
$2  billion  per  year.  There  are  other  negative  economic  effects.  The 
"rolling  in''  or  averaging  of  prices  of  old  and  new  oil  and  gas  mean 
that  prices  are  below  the  cost  of  extra  supplies.  This  encourages  con- 
sumption and,  hence,  potentially  risky  oil  imports,  and  may  impose 
additional  costs  of  $1  billion  per  year.  The  multiple  tier  pricing  of  oil 
has  led  to  a  complex  system  of  "entitlements"  and  regulations  which 
have  frozen  customer-supplier  relations,  reduced  competition  and  may 
have  led  to  the  construction  of  inefficient  refinery  capacity. 

In  addition,  gas  price  regulation  has  led  to  shifts  of  industry  to  pro- 
ducing states,  possibly  increasing  total  costs.  Recently  passed  legis- 
lation should  mitigate  these  effects.  Yet.  even  considering  all  of 
these  distortions,  price  controls  almost  surely  have  transferred  in- 
come to  energy  consumers.  But  keeping  consumer  energy  prices  down 
conflicts  directly  with  other  goals,  such  as  conservation  and  reduced 
oil  import  dependence.  And  it  is  possible  that  the  total  costs  of  energy 
regulation  will  consume  a  very  substantial  part  of  the  consumer  bene- 
fits which  price  controls  are  supposed  to  achieve. 

Thus  the  basic  problem  is  that  controls,  which,  keep  prices  below 
levels  dictated  by  scarcity  and  costs,  generally  cannot  yield  net  eco- 
nomic gains.  Consumers  may  gain  at  the  expense  of  producers  but. 
overall,  there  will  be  a  net  loss,  as  output  declines  and  commodities  are 
kept  from  their  highest  value  uses.  While  control  of  [y  prices 

can  yield  net  benefits  by  increasing  output,  holding  con>p<  tiitwe  prices 
below  market  levels  cannot  have  the  same  result.  In  the  case  of 
oil,  the  cost  of  extra  supplies  is  set  by  OPEC,  and  is  not  directly  af- 
fected by  domestic  price  controls.  If  they  have  any  effect,  controls 
probably  increase  the  price  by  encouraging  U.S.  demand  for  imported 
oil.  An  OPEC-type  effect  on  energy  prices  is  possibly  the  most  de- 
vastating single  price  increase.  Oil  was  and  is  the  largest  single  item 
in  international  trade,  and  direct  and  indirect  energy  costs  are  a  sub- 
stantial proportion  of  individual  family  budgets.  Thus  it  is  difficult 
to  argue  that  the  government  should  in  this  regard  do  nothing.  A  truly 
massive  crop  failure  could  have  similar  effects:  producers  would  gain 
at  consumer  expense,  and  some  would  receive  more  than  needed  to 
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induce  production.  But  in  the  food  example,  the  problem  is  a  decline 
in  real  supplies,  something  which  is  beyond  the  ability  of  price  con- 
trols to  alleviate.  The  energy  situation  is  roughly  similar,  in  that  the 
problem  is  an  artificially  imposed  high  price  which  domestic  price 
controls  cannot  beneficially  affect. 

In  the  short  run  price  controls  could  shield  some  consumers  from 
drastic  impacts — but  rationing  may  be  necessary  and,  if  total  supplies 
fall  (or  costs  rise),  someone  must  bear  the  burden.  By  preventing  re- 
allocation price  control  can  increase  the  total  economic  burden  of  the 
crisis.  If  the  crisis  persists  for  some  time,  as  has  been  the  case  with 
the  high  OPEC  price,  maintaining  controls  can  cause  serious  ineffi- 
ciencies. Though  real  costs  have  increased,  consumers  will  not  have 
full  incentives  to  adapt,  and  vested  interests  dependent  on  regulation 
will  form.  Production  may  be  restricted  by  the  low  prices,  and  stocks 
or  reserves  may  be  held  off  the  market  in  speculation  on  future  relaxa- 
tion of  regulation.  All  of  these  effects  can  impose  extra  rigidities  and 
costs,  and  make  ultimate  reform  difficult. 

Stockpiling  for  future  crisis  could  alleviate  the  most  severe  short 
run  impacts.  Another  alternative  would  be  to  require  that  all  such 
controls  be  strictly  temporary  and  be  phased  out  according  to  a  defi- 
nite timetable,  with  prices  to  rise  to  market  levels.  This  could  be 
achieved  by  allowing  price  increases  within  a  given  range — for  ex- 
ample, 10  percent  within  the  first  three  months,  20  percent  within  the 
first  six  months,  and  so  forth.  A  preannounced  schedule  would  en- 
courage consumers  to  adapt,  but  would  also  prompt  production  cuts 
and  speculation.  As  a  preferable  alternative,  prices  might  be  gradually 
deregulated  and  (equivalent)  excise  or  "equalization"  taxes  phased  in 
at  the  same  time.  This  would  raise  consumer  prices  while  keeping 
producer  prices  down,  and  could  reduce  tendencies  to  withhold  or 
speculate.  Such  proposals  were  made  as  part  of  President  Cartel's 
Energy  Program  though  equalization  taxes  were  not  adopted.  The 
ideal  results  of  such  taxes  would  be  that  users  would  pay  market- 
clearing  competitive  prices,  while  producers  would  receive  only  the 
amount  required  to  induce  production. 

Determining  the  appropriate  producer  prices  and  taxes  will  lie 
difficult,  and  mistakes  can  cause  undue  restrictions  on  production  as 
well  as  escalated  real  costs.  Present  and  proposed  regulation  recog- 
nizes cost  differences  between  old  and  new  gas  and  oil,  among  other 
categories.  But  enforceable  regulations  will  not  be  able  to  recognize 
all  of  the  economically  relevant  distinctions,  so  production  will  prob- 
ably be  restricted.  Even  with  complete  knowledge  of  costs,  prices  can- 
not be  held  down  in  the  long  run  while  maintaining  production,  if  there 
are  not  substantial  economic  rents.  These  are  likely  to  be  present  prin- 
cipally  in  agricultural  and  resource  industries.  Manufacturing  and 
service  capacity  and  output  can  generally  be  expanded  at  rela- 
tively constant  long  run  costs.  Clnsses  of  exceptions  include  highly 
trained  professionals  such  as  doctors,  whose  supply  cannot  be  rapidly 
expanded.  The  advent  of  national  health  insurance  could  lead  to 
largre  windfall  returns  to  existing  physicians.  Other  exceptions  mav 
include  goods  produced  by  patents  and  other  monopolies.  Rapid. 
drastic  escalations  of  price  appear  unlikely  for  most  such  goods;  and 
most  do  not  account  for  a  major  share  of  consumer  budgets. 


Unless  tax  receipts  are  returned  to  consumers,  they  will  not  be 
"protected"  from  the  price  increase.  Full  and  exact  shielding  or  com- 
pensation will  be  both  difficult  and  inappropriate.  If  the  compensation 
is  exact,  then  consumers  will  have  little  incentive  to  economize  on  the 
newly  scarce  commodity.  But  compensation  in  rough  proportion  to 
increased  expenditures — at  least  for  relatively  broad  classes  of  in- 
dividuals— could  preserve  some  incentive  for  economizing.  Future 
price  control  schemes  should  not  incorporate  the  averaging  or  "roll- 
ing in"  of  controlled  and  uncontrolled  prices  without  some  type  of 
equalization  tax.  For  greatest  cost-effectiveness  in  conservation,  all 
users  should  pay  the  same  price  for  incremental  use  of  the  commodity 
or  service  in  question.  This  may  conflict  with  notions  of  fairness 
and  equal  sacrifice,  but  greatly  reduce  the  costs  of  achieving  the  ulti- 
mate goal.  Distributional  effects  might  best  be  handle*!  by  identifying 
classes  deserving  of  relief  and  granting  this  relief  independently  of 
use  of  the  affected  product. 

Because  of  the  potential  for  severe  and  self-defeating  distortions, 
controls  should  not  be  imposed  unless  the  need  to  protect  consumers 
is  clear  and  compelling.  But  it  is  in  just  these  cases  Where  preserving 
and  improving  incentives  is  most  important,  because  when  consumer 
impacts  are  substantial  incentives  to  conserve  are  correspondingly 
important.  Therefore,  controls  should,  except  possibly  for  very  short- 
lived problems,  be  combined  with  appropriate  equalization  taxes. 
These  taxes  should  insure  that  all  users  and  producers  face  appro- 
priate incentives.  Because  of  the  danger  of  creating  vested  interests 
and  "needs"  for  evermore  elaborate  and  extensive  systems  of  controls, 
regulation  and  offsetting  systems  of  compensation  and  subsidy 
"shielding"  of  consumers  should  not  be  undertaken  lightly.1 

S.  Regulation  to  prevent  destructive  comprtitio'n 

Properly  viewed,  "destructive  competition"  should  be  based  on  a 
social  harm  resulting  from  competition.  Thus  evidence  of  that  market 
condition  requires  something  more  than  mere  business  failures:  bank- 
ruptcies per  se  generally  are  not  indicators  of  socially  harmful  com- 
petition, and,  more  often  than  not,  are  part  of  the  normal  market 
process  of  eliminating  the  inefficient  and  of  adjusting  to  change. 

"Destructive"  competition  can  occur  in  a  situation  marked  with 
[stent  losses  and  excess  ca]  with  high  fixed  i 

or  immobile  capital.  In  such  situations  technical  progress  and  main- 
tenance may  be  poor,  as  may  now  be  the  case  with  eastern  railroads 
in  the  United  States.  Although  railroad  regulation  was  in  part 
prompted  by  price  wars  and  discrimination,  it  is  not  clear  that  com- 
petition was  as  much  socially  destructive  as  it-  was  unpleasant  to 
producers,  who  preferred  high,  stable  profits.  "When  regulation  was 
established  railroads  were  one  of  the  few  heavily  capital  intensive 
oligopolies,  and  managers  may  have  been  unfamiliar  with  rational 
pricing  methods.  In  addition,  the  market  was  new  and  growing  and 
aggressive  jockeying  for  position  was  to  be  expected.  The  passage  of 
time  has  changed  that  situation  dramatically.  Without  regulatory 
constraint  of  abandonments,  railroads  would  not  now  be  burdened 


1  This  conclusion  is  shared  by  the  dr;ift  report  of  the  American  Far  Association's 
Commission  on  Law  and  the  Economy,  Federal  Regulation  ;  Roads  to  Reform,  op.  clt.. 
pp.   7o-80. 
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with  so  much  excess  capacity  and  maintenance  and  progress  would 
surely  have  been  better.  Also  railroads  face  intense  competition  from 
truckers.  Moreover  few  routes  have  several  competing  roads.  Con- 
sequently very  intense  or  "destructive-'  competition,  with  only  a  few 
exceptions,  is  unlikely  as  there  is  little  potential  monopoly  profit  to 
be  gained.  Airlines  and  trucking  have  very  mobile  capital  and,  absent 
regulation,  easy  entry  and  exit.  As  a  result,  long  periods  of  loss  are 
very  unlikely  absent  regulatory  controls. 

Competition  could  also  be  "destructive"  if  monopoly  or  high  con- 
centration resulted.  Yet.  it  might  be  economically  most  beneficial  to 
allow  such  concentration  to  occur,  subject  to  regulation  or  other  con- 
trols. Even  so,  the  likelihood  of  such  concentration  is  remote  in  many 
industries.  For  example,  while  on  most  routes  railroads  are  already 
natural  monopolies,  any  rail  market  power  is  generally  constrained 
by  trucking.  Deregulation  of  trucking  would  provide  even  further 
competitive  restraints  on  any  rail  monopoly.  High  concentration  of 
trucking  appears  most  unlikely  as  scale  economies  are  small.  Although 
many  airline  routes  would  continue  to  be  served  by  one  or  few  firms, 
easy  entry  would  severely  limit  monopoly  power.  Similarly,  there  ap- 
pear to  be  few  scale  economies  which  would  greatly  increase  concen- 
tration. None  of  those  candidates  for  deregulation  are  likely  monop- 
oly industries.  However  it  is  true,  that  abolishing  the  entitlement  sys- 
tem could  disadvantage  some  smaller  petroleum  refiners.  But  it  is  not 
clear  how  much  this  would  affect  competition  in  the  petroleum  indus- 
try. The  freeing  up  of  customer-supplier  relationships  could  enhance 
competition,  particularly  in  retail  gasoline  markets.  Moreover  there 
are  other  effective  ways  of  restraining  undesirable  tendencies  toward 
concentration.  Antitrust  monitoring  of  mergers  would  of  course  he 
important;  and  deregulation  that  included  abolition  of  the  various 
antitrust  exemptions  presently  enjoyed  by  regulated  industries  would 
bring  stricter  and  more  competition-oriented  antitrust  enforcement. 

Competition  by  selective  predatory  price  cuts  could  be  destructive. 
However,  with  relatively  easy  entry  into  deregulated  trucking  and 
rail  markets,  predation  would  be  very  unlikely  to  pay.  For  example, 
in  railroads,  trucking  competition  is  for  the  most  part  sufficiently  vig- 
orous to  prevent  the  subsequent  monopoly  exaction  which  could  make 
predation  pay.  A  direct  cost  floor  under  prices  could  greatly  reduce 
any  risks. 

"Destructive"  competition  has  other  possible  dimensions.  It  is 
true  that  growth  of  cable  television  would  adversely  affect  some  over- 
the-air  broadcasters.  But  the  number  of  threatened  stations  is  very 
small,  and  few  if  any  would  as  a  result  leave  the  industry.  Even  if 
that  did  occur,  consumers  would  lose  little  in  program  variety  or 
quality.  The  use  of  certain  competitive  devices  as  adjimcts  to  the 
telephone  system  could  conceival)ly  cause  technical  problems.  And 
that  may  be  a  proper  rationale  for  the  setting  of  technical  standards, 
but  not  for  the  prevention  of  competition. 

Overall,  harmful  "destructive"  competition  is  more  a  fear  than 
a  reality.  Incidents  of  that  condition  have  been  rare  and  perhaps 
nonexistent.  Perhaps,  during  the  Great  Depression,  entry  into  such 
fields  as  trucking  might  have  been  excessive.  Certainly  the  full 
panoply  of  present  ICC  regulation  is  not  justified  on  the  basis  of 
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that  somewhat  unlikely  eventuality.  Harmful  destructive  compel  il  ion 
appears  most  unlikely  following  deregulation  of  most  of  the  poten- 
tially competitive  regulated  industries.  Whatever  problems  might 
arise  in  this  regard  can  be  addressed  by  antitrust  enforcement. 

Where  depressed  prices  would  be  painful  or  business  failures  un- 
desirable, alternatives  to  present  regulation  appear  available  and  gen- 
erally preferable.  In  industries  with  substantia]  immobile  capital, 
Jong  periods  of  depressed  prices  might  be  considered  too  painful  oven 
if  not  harmful  to  economic  performance.  Standby  price  controls  or, 
•better  in  terms  of  promoting  efficiency,  adjustment  assistance,  appear 
preferable  to  continued  regulation. 

Surely,  business  failure  can  in  some  cases  cause  serious  social 
harm.  Examples  include  banks,  insurance  companies  and  other  linns 
with  fiduciary  responsibilities;  hospitals  and  nursing  homes  with  on- 
going responsibilities;  and  firms  with  unique  expertise  or  im- 
portance, such  as  to  the  public  health  or  national  defense.  In  addition 
to  imposing  losses  on  individuals,  massive  bank  failures  could  con- 
tribute to  recession.  But  insurance  combined  with  inspection  and  pos- 
sible temporary  assistance  appears  sufficient  to  deal  with  those 
problems,  thus  leaving  at  best  a  limited  role  for  regulatory  controls. 
Bankruptcy  of  course  does  not  necessarily  destroy  knowledge  or  ex- 
pertise. For  example,  if  preservation  of  a  research  team  was  con- 
sidered vital,  successor  firms  would  surely  preserve  it  without  any 
government  inducement.  Firms  deemed  essential  for  some  important 
national  purpose  could,  if  absolutely  necessary,  be  aided  by  special 
legislation.  Public  enterprise,  adopted  as  a  solution  to  "sick  indus- 
try" problems  is  another  option. 

In  summary,  social  harm  from  excessive  or  "destructive  competi- 
tion" alone  appears  most  unlikely  in  most  unregulated  industries,  and 
does  not  justify  the  types  of  price  and  entry  regulation  now  applicable 
to  railroads,  airlines,  and  truckers.  Insurance  or  temporary  subsidy  and 
assistance  could  prevent  sudden  shutdowns  of  vital  or  essential  firms  or 
activities.  Adjustment  assistance  and  partial  compensation  for  losses 
can  ease  difficult  transitions.  Indeed,  viewing  the  prevention  of  "de- 
structive" competition  as  part  of  their  mission,  regulators  have  fre- 
quently forbidden  healthful  competition  and  technical  innovation.  Yet 
conceivably  an  industry  could  develop  in  which  capital  was  so  immo- 
bile and  large,  the  technology  so  susceptible  to  competitive  incursion, 
and  the  consequences  of  failure  so  enormous  that  detailed  economic 
regulation  would  be  required.  Such  an  industry  does  not  now  e.\ 

9.  Regulation  to  allow  and  foster  Gross-subsidy 

Assuring  service  to  particular  groups  or  communii  ies  is  a  continuing 
justification  for  regulatory  controls  on  rates  and  entry.  Of  i 
that  often  implicitly  entails  cross-subsidies,  transfer! ng  income  from 
profitable  business  activities  to  less  remunerative  areas.  Thus,  in  a 
sense,  regulation  based  on  that  objective  must  foster  cross-sub-' 
with  resulting  higher  prices  for  some  in  order  to  su]  »port  otherwise  un- 
profitable service.  A  further  indirect  ellee?  is  that  entry  controls,  which 
impede  competition,  must  be  used  to  protect  the  profits  necessary  to 
finance  the  cross-subsidized  service. 

A  regulatory  approach,  which  depends  for  its  success  on  ert>SS-sub- 
sidy,  is  inefficient  and  unpredictable.  That  is  so,  because  the  actual  pro- 
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vision  of  service  varies  with  firms'  discretion  and  market  conditions. 
For  example,  increased  trucking  competition  drastically  reduces  rail- 
road monopoly  power,  thus  curtailing  resources  available  to  cross-sub- 
sidize unprofitable  rail  service.  But  there  is  no  reason  to  expect  the 
"need*'  for  such  service  to  have  decreased  at  the  same  time  or  to  the 
same  degree. 

Moreover  cross-subsidy  is  likely  to  be  inefficient  in  terms  of  service 
provided.  Prices  must  necessarily  be  elevated  above  costs  for  some  ac- 
tivities— and  if  prices  are  regulated  and  the  business  is  not  a  monopoly, 
service  competition  will  raise  costs  and  dissipate  the  potential  "subsidy 
fund."  That  situation  has  occured  in  airlines  and  probably  trucking. 
And  without  detailed  regulatory  control  of  service,  there  can  be  no 
assurance  that  the  allowed  monopoly  return  will,  in  fact,  be  used  to 
cross-subsidize.  Because  cross-subsidies  are  "invisible"  and  paid  for  by 
ethers,  there  is  little  restraint  on  claimed  "needs"  for  service. 

Claims  of  cross-subsidized  service  to  small  or  rural  communities  is 
often  used  to  justify  regulatory  controls.  It  is  possible  that  pome  small 
communities  might  face  dislocation  if,  for  example,  rail  seryice  were 
discontinued.  But  adjustment  assistance  appears  a  more  appropriate 
remedy  for  that  situation.  However,  the  likely  availability  of  truck 
service  means  that  possible  disruption  would  be  slight.  In  fact,  signifi- 
cant cross-subsidy  of  any  sort,  and  to  small  communities  in  particular, 
does  not  seem  to  have  resulted  either  from  ICC  trucking  or  CAB  air- 
line regulation.  Service  and  scheduling  are  not  regulated  and  even  if 
they  were,  enforcement  would  be  most  difficult  if  not  impossible.  Also 
the  costs  of  providing  air.  rail  and  less  than  truckload  motor  carrier 
service  to  small  communities  are  relatively  high.  If  rates  cannot  reflect 
this  cost,  regulation  will  induce  worse,  not  better,  service  to  small  com- 
munities, compared  with  unregulated  markets.  Thus,  the  issue  of  "serv- 
ice to  small  communities"  is  in  a  sense  meaningless.  Instead  the  real 
issues  are  "at  what  price"  and  "who  should  pay?"  There  is  no  reason 
to  expect  a  lack  of  service  to  small  communities,  provided  that  consum- 
ers are  willing  to  pay  and  regulation  allows  rates  to  reflect  actual  cost. 

Direct  subsidies  is  the  prime  alternative,  although  if  they  are  unre- 
stricted the  result  would  be  excessive  demands  for  service.  Contain- 
ing such  open-ended  subsidies  were  original  justification  for  airline 
regulation,  and  have  increased  the  perceived  "need"  for  regulation. 
More  effective  alternatives  are  available.  For  example,  competitive 
bidding  for  limited  duration  franchises  or  direct  contracting — both  for 
specified  service — would  constrain  the  amount  of  the  subsidy  while  also 
assuring  provision  of  particular  service.  Any  such  proposals  should  in- 
clude some  form  of  cost  sharing  by  the  local  community  or  other  sub- 
sidized group.  Other  alternatives  are  available,  including  special  tax 
credits  for  service  to  identified  groups.  This  would  lack  the  efficiency 
incentives  of  contract  bidding  proposals  and  would  be  le^s  visible  and 
less  easily  monitored  than  direct  subsidy.  Public  enterprise  is  another 
possibility,  though  that  would  entail  problems  of  accountability,  pre- 
dictability and  efficiency  similar  to  regulatory  cross-subsidy.  If  this 
option  were  adopted,  the  amount  budgeted  for  such  subsidized  service 
should  be  made  explicit  and  the  provision  of  service  closely  monitored. 

Finally,  in  determining  whether  either  direct  or  indirect  subsidies 
should  be  granted,  there  is  of  course  a  basic  threshold  question:  does 
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the  social  gain  justify  the  cost  \  Clearly  that  issue  can  be  more  readily 
confronted  with  direct  subsidies  drawn  from  public  funds,  than  in  the 
case  of  cross-subsidies  not  subject  to  budgetary  review  and  typically 
financed  by  others  than  those  who  benefit.  That  in  itself — in  other 
words,  this  opportunity  to  pose  and  consider  that  threshold  issue — is  an 
important  reason  why  a  cross-subsidy  approach  is  not  desirable. 

10.  Regulation  to  promote  key  industries 

Regulation  has  been  justified  in  order  to  promote  industries,  includ- 
ing aiding  development  of  civil  aviation,  and  preserving  a  U.S.  flag 
merchant  fleet  and  domestic  shipyards.  I  low  might  price  and  entry 
regulation  promote?  It  could  be  argued  that  controls,  by  reducing  the 
risk  from  entry  or  competition,  allow  investors  in  risky  enterprises  to 
reap  rates  of  return  high  enough  to  justify  the  investment.  This  argu- 
ment parallels  the  basic  justification  for  the  patent  system,  which  is  de- 
signed to  encourage  invention  and  innovation.  But,  like  patents,  the 
rationale  clearly  applies  only  to  new  and  risky  ventures.  Patents,  after 
all,  confer  monopoly  rights  only  for  IT  years,  not  forever.  Thus  the 
justification  might  have  been  valid,  for  example,  during  the  early  years 
of  civil  aviation  but  surely  does  not  apply  today. 

Regulation  might  also  shield  an  industry  from  lower  cost  competi- 
tion and,  by  preventing  substitution,  increase  its  size.  This  would  be 
clearly  effective  in  the  case  of  foreign  competition,  which  could  reduce 
the  size  of  the  U.S.  flag  merchant  fleet  and  associated  shipyards. 
Another  possible  example  would  be  prevention  of  truck  inroads  into 
rail  traffic,  if  railr*  ads  were  deemed  more  essential  to  some  national 
purpose.  But  in  most  cases  there  is  a  clear  conflicl  between  industry 
promotion,  and  the  high  prices  and  restricted  output  that  result  from 
regulation. 

Using  regulation  to  "promote"  a  key  industry  means  that  controls 
may  acquire  undue  sanctity.  Subsequent  efforts  to  eliminate  or  relax 
regulation  will  be  seen  as  endangering  some  key  interest  and  will  be  re- 
sisted by  those  who  arc  adversely  affected.  Regulators  may  find  ;t  easier 
to  justify  extension  of  regulation  to  competing  industries  when  their 
"key"  industry  is  threatened.  This  argues  for  methods  of  promotion 
which  are  more  carefully  focused  on  the  interest  to  be  promoted. 

Direct  subsidies  appear  more  appropriate  measures  to  promote  key 
industries,  should  that  be  desired.  With  that  approach  the  amount  can 
be  monitored,  and  side  effects  kept  to  a  minimum.  If  the  activity  to  be 
promoted  serves  a  general  national  interest,  then  public  financing  ap- 
pears more  appropriate.  Direct  subsidy  is  also  likely  to  be  more  efl  c- 
tive,  and  predictable  in  outcome  regulation  than  to  promote,  and  the 
full  panoply  of  regulatory  controls  is  not  needed.  Instead,  franchise 
bidding,  or  contracts  subsidy  of  specified  quantities  of  service  can 
achieve  the  same  ends  without  unneeded  and  burdensome  restrictions 
on  pricing  and  technical  progress.  So  too.  if  the  "public  interest"  which 
justifies  promotion  is  largely  local — as  in  the  case  of  air  or  trucking 
service — some  form  of  cost  sharing  is  important  to  prevent  excessive 
demands  for  subsidy. 

However  the  task  of  subsidy — or  even  the  most  detailed  regulation-  - 
will  be  a  good  deal  more  difficult  if  the  goal  is  to  increase  profitability 
for  a  lone:  period  of  time.  Subsidy  alone  will  induce  entry  and  increase 
service  until  normal  returns  occur.  The  initial  recipients  of  sul 
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will  receive  higher  profit  rates,  which  over  time  will  decline  to  more 
normal  levels.  Thus  ever  increasing  subsidy — or  ever  tighter  regula- 
tion— would  be  required  to  maintain  the  initial  high  rates  of  profit. 
Thus,  whatever  approach  is  adopted,  assuring  high  profits  is,  due  to  in- 
herent difficulties,  an  inappropriate  objective  of  promotion. 

Overall,  regulation  is  undesirable  as  a  promotional  device.  If  it  is 
used  to  reduce  risk  or  limit  subsidy  in  new  industries,  experience  indi- 
cates that  controls  should  explicitly  be  temporary  in  nature.  Long  term 
promotion — as  of  industries  considered  vital  to  defense  or  national  se- 
curity— by  regulation  appears  needlessly  expensive.  Direct  subsidy,  as 
limited  by  contract  or  bidding,  appears  far  preferable. 

11.  Regulation  to  control  competing  industries 

Two  main  arguments  are  often  advanced  for  imposing  controls  on 
competitors  of  regulated  industries.  First,  it  is  argued  that  otherwise 
economic  harm  to  the  public  would  result — in  other  words,  efficiency 
would  be  seriously  diminished  unless  both  industries  were  regulated. 
In  theory,  the  argument  has  some  merit.  If  the  goal  of  regulation  is  to 
obtain  a  certain  output  of  a  good  or  service,  and  as  a  result  demand 
shifts  to  a  competing  industry,  the  purpose  may  be  defeated.  Thus,  if 
pollution  controls  were  applied  to  only  one  industry,  thereby  raising 
its  prices,  demand  would  shift  to  a  competing  industry  which  was  free 
to  pollute.  Thus,  if  controls  are  aimed  at  solving  a  social  problem,  com- 
mon to  an  industry  and  those  related  to  it,  it  may  be  proper  to  regulate 
that  entire  sector.  Otherwise,  interactions  could  heighten  the  problem. 

However,  regulation  may  be  but  one  solution  to  the  problem  in 
question.  A  preferable  course  may  be  regulation  of  neitlier  industry. 
But,  to  cite  an  example,  if  regulation  holds  rail  rates  above  cost  then 
customers  may  shift  to  trucks,  even  though  higher  social  costs  are  in- 
volved. The  customers  may  gain,  but  the  result  could  be  wasted  re- 
sources. The  best  solution  is  to  allow  all  rates  to  equal  costs,  including  a 
normal  profit.  Regulation  of  the  truck  industry,  raising  price  above 
such  costs,  could  possibly  lower  the  total  cost  though  transport  users 
would  suffer.  Substantial  intermodal  shifts  from  railroads  to  trucking 
have  occurred  in  the  past.  But  today  truck  costs  are  not  above  rail  costs 
for  most  distances  and  truck  deregulation  would  probably  have  little 
effect  on  railroads.  In  addition,  since  truckers  are  free  to  compete  on 
service  quality,  rail  protection  may  have  been  slight.  While  plausible  in 
theory,  such  arguments  ignore  the  substantial  costs  that  are  imposed 
by  regulation  in  terms  of  excess  capacity,  restraints  on  technology,  dis- 
torted prices,  restricted  competition,  and  elevated  costs.  In  that  light, 
it  appears  most  unlikely  that  the  extension  of  economic  regulation  to 
competing  industries  can  be  justified  on  grounds  of  improving  effi- 
ciency. It  is  certainly  inferior  to  using  a  more  direct  and  less  costly 
way  of  meeting  a  national  need. 

The  second  major  argument  for  this  justification  is  that  regulation 
of  the  competition  is  needed  to  protect  those  already  subject  to  con- 
trol :  .  In  the  19,°,0s,  railroads  actively  lobbied  for  trucking  regulation, 
and  the  FOO  appears  to  have  regulated  cable  in  large  part  to  protect 
broadcasting  interests.  The  effort  to  protect  railroads  by  regulating 
(  nicks  did  not  succeed,  and  may  have  accelerated  the  shift  to  trucking. 
Shielding  broadcasting  from  cable  may  have  been  more  successful. 
Regulation  can  shield  firms  from  some  competition  and  thereby  some- 
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what  reduce  risks  and  make  pi-ofits  more  certain.  Yet  that  is  accom- 
plished at  great  cost,  particularly  when  controls  are  extended  to 
industries  with  no  underlying  problem. 

In  summary,  there  are  few  if  any  cases  where  regulation  of  compet- 
ing industries  is  desirable  to  protect  the  public  interest.  This  rationale 
is  one  of  dubious  vitality. 

12.  Regulation  to  preserve  property  rights 

Once  established,  regulation  tends  to  spawn  and  then  protect  groups, 
which  then  have  a  vested  interest  in  its  continuation.  Thus,  avoiding 
allegedly  adverse  economic  consequences  to  those  interests  sometimes 
forms  a  major  justification  for  regulatory  controls.  As  a  result  of  regu- 
lation, firms  or  individuals  may  have  acquired  "property  rights",  such 
as  trucking  certificates  and  broadcast  licenses.  Investment  decisions 
may  have  been  based  on  expectations  of  regulation-influenced  costs 
or  demands.  Such  property  rights  associated  with  regulation  are  often 
very  valuable.  Continuing  regulation  will  generally  insure  only  normal 
returns  in  sectors  where  entry,  service  competition,  or  significant  sub- 
stitution can  occur.  If  regulation  were  eliminated  or  relaxed  some 
would  sustain  capital  losses,  and  others  might  be  burdened  with  high 
finance  charges  for  assets  with  lowered  value.  For  example,  negotiated 
brokerage  rates  required  by  the  SEC  appear  substantially  to  have 
lowered  the  value  of  seats  on  the  New  York  Stock  Exchange.  In  en- 
vironmental controls,  a  shift  to  effluent  charges  could  adversely  affect 
firms  accustomed  to  free  use  of  the  environment. 

Regulators  have  often  gone  to  great  lengths  to  protect  their 
charges — even  against  each  other.  The  ICC  restricted  unit  trains  until 
it  appeared  that  they  would  be  profitable  for  all  of  the  major  coal- 
carrying  railroads.  And  the  CAB  did  not  approve  the  entry  of  a  new 
trunk  airline  during  the  first  four  decades  of  its  existence.  So  too  com- 
petition has  frequently  received  little  consideration  in  merger  proceed- 
ings before  regulatory  bodies,  and  carriers  have  been  restricted  from 
adjusting  prices  for  fear  of  damage  to  other  regulated  firms. 

It  is  questionable  whether  regulation  is  necessary  to  provide  con- 
tinued protection  of  secure  positions  or  to  guard  against  losses.  In  some 
cases  deregulation  may  benefit  the  industry  as  a  whole.  In  other  cases, 
individual  regulated  firms  will  gain.  For  example,  adoption  of  effluent 
foes  will  benefit  many  firms  which  had  previously  been  required  to 
utilize  inefficient  abatement  methods  or  to  incur  excessive  costs  meeting 
established  standards.  Maintaining  regulation  simply  to  protect  exist- 
ing interests  also  means  that  consumers  and  others  will  make  contin- 
uous payments  to  these  groups,  all  of  which  will  often  be  far  in  excess 
of  the  gains  to  the  protected  group.  Much  of  the  potential  will  be  eaten 
no  in  service  competition,  inef*Wency,  and  efforts  to  preserve  regula- 
tion. Should  it  be  determined  that  some  group  is  deserving  of  support, 
it  will  generally  be  cheaper  to  provide  for  them  by  direct  subsidy  than 
by  continued  regulation. 

Yet  there  may  be  a  responsibility  to  those  who  have  invested  on  the 
basis  of  expectations  as  to  regulation — in  much  the  same  way  as  Gov- 
ernment has  assumed  some  responsibility  to  aid  those  damaged  by 
increases  in  imports.  The  issue  is  similar  to  that  of  appropriating 
economic  rents  for  consumers  by  controlling  prices.  Temporary  aid  or 
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protections  may  be  proper,  but  permanent  shielding  is  likely  to  impose 
increasing  costs  and  distortions. 

If  regulation  does  not  address  a  real  social  problem,  then  there  can 
be  no  net  gain.  Yet  compensation  for  the  effects  of  change  can  increase 
incentives  to  demand  regulation  and  re-regulation.  Adjustment 
assistance  will  have  some  of  these  effects  but  to  a  lesser  extent. 

Compensation  has  other  inherent  problems.  The  thorny  issue  of  who 
is  entitled  to  compensation  will  have  to  be  addressed.  And  the  answer 
to  the  question  is  not  at  all  clear.  Firms  in  an  industry  will  be  affected 
quite  differently  by  regulatory  changes,  so  compensation  or  even 
assistance  to  all  will  not  necessarily  be  appropriate.  For  example,  some 
of  the  regulated,  particularly  those  who  may  have  received  certificates 
"free"  or  who  entered  before  the  industry  was  regulated,  may  have 
already  gained  substantially.  Thus  broadcasters  in  operation  prior  to 
FCC  regulation  received  essentially  free  licenses.  Although  now  very 
valuable  it  can  be  argued  that  these  broadcasters  have  already  been 
"compensated"  for  possible  regulatory  changes.  However,  short  run 
impacts  can  be  substantial,  so  even  though  potential  benefits  are  re- 
duced, regulatory  changes  should  generally  be  gradual,  and  follow 
pre-arranged  schedules. 

Indefinite  continuation  of  regulation  simply  to  preserve  "property 
rights"  in  regulation  is  a  most  inefficient  way  to  redistribute  income. 
Like  complete  compensation,  it  provides  inappropriate  incentives  for 
industries  to  seek  regulatory  protection.  Just  as  consumers  may  deserve 
temporary  protection  from  drastic  price  increases  so  may  regulated 
firms  and  their  workers,  stockholders,  and  communities  deserve  pro- 
tection from  sudden  drastic  shifts.  But  neither  permanent,  protection 
nor  permanent  regulation  are  justified  by  this  rationale. 

C.  Adequacy  or  Justification  for  Present  Regulation 

In  conclusion,  existing  regulatory  approaches  appear  to  be  justified 
in  but  a  limited  number  of  areas. 

Rate  and  entry  regulation  are  appropriate  tools  for  controlling 
monopoly  power,  in  order  to  restrain  excessively  high  prices  and 
resulting  output  restrictions  as  well  as  to  prevent  undue  price  dis- 
crimination. However,  the  firms  so  regulated  must  in  fact  constitute 
natural  monopolies  and,  absent  that,  the  consequence  will  be  substan- 
tial direct  and  indirect  regulatory  costs  with  no  commensurate  bene- 
fits to  society.  Tn  addition,  even  where  justified,  regulation  should 
foster  innovation,  and  should  whenever  possible  allow  if  not  require 
that  rates  reflect  actual  costs  and  that  competition  occur.  It  should 
also  be  recognized  that  technological  development  may  alter  the  situa- 
tion, by  reducing  monopoly  power  which  formed  the  original  justifica- 
tion for  regulatory  controls.  Thus  periodic  reappraisal  is  clearly 
necessary. 

Insuring  that  firms  and  individuals  take  full  account  of  the  con- 
sequences of  their  actions  may  also  serve  as  a  valid  rationale  for 
regulation.  A  standards-enforcement  approach  possibly  is  a  preferable, 
choice  ..if  potential  risks  are  grave  and  consequences  severe  or  irreversi- 
ble: in  other  words,  where  either  certainty  of  result  or  some  definite 
threshold  level  of  achievement  is  considered  necessary  and  desirable. 
However,  even  under  that  approach,  it  is  critically  important  to 
evaluate  and  understand  the  relative  merits  and  drawbacks  of  specifi- 
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cation  versus  performance  standards.  The  latter  permit  flexibility  to 
determine  the  least  costly  method  of  achieving  a  required  goal,  encour- 
age innovation,  and  result  in  far  less  burden  on  agencies  in  terms  <  ' 

expertise  in  particular  areas.  On  the  other  hand,  truly  severe  risks  may 
suggest  the  need  to  actually  specify  by  standards  particular  technol- 
ogies, processes  or  products.  Also  incentives  may  be  a  valuable  com- 
plement to  standards  in  order  to  achieve  a  particular  goal  without  the 
costs  of  detailed  monitoring  and  enforcement.  As  the  severity  of  risk 
declines,  and  the  certainty  of  result  is  less  essential,  the  desirability 
of  an  incentive  approach  increases.  Thus  fees,  delayed  complian  e 
penalties,  tax  concessions,  exchangeable  rights  and  other  systems  can 
be  effectively  utilized.  Although  internalizing  external  effects  may 
justify  regulatory  controls,  it  is  of  course  advisable  to  weigh  such 
alternatives  in  the  context  of  specific  situations. 

Similarly  the  public  need  for  usable  information  may  under  certain 
circumstances  necessitate  government  required  disclosure  and  labeling. 
Concern  for  particularly  vulnerable  groups,  such  as  the  poor  or  the 
illiterate,  coupled  with  the  possible  inability  and  unwillingness  of  the 
private  sector  to  provide  adequate  information,  could  justify  that 
action.  So  too,  the  presence  of  risks,  which  could  be  avoided  by  proper 
knowledge,  might  also  mandate  informational  requirements.  Informa- 
tion thus  has  some  of  the  automatic  quality  of  incentives:  in  oth^r 
vords,  it  can  naturally  prompt  a  certain  response.  However,  like 
•  ncentives,  the  existence  of  potentially  severe  risk  or  irreversible 
consequences  suggest  that  information,  without  something  more,  is 
inadequate.  Under  that  circumstance  information  might  be  properly 
supplemented  with  vigorously  enforced  standards  and  possibly  suita- 
bly designed  incentives.  Finally  it  may  be  appropriate  for  govern- 
ment itself  to  actually  provide  information  as  a  more  effective  means 
of  communication. 

Preventing  the  overuse  of  natural  resources  to  society's  detriment 
may  justify  regulatory  controls.  In  a  "common  pool"  situation,  un- 
fettered competition  could  dissipate  or  nullify  the  resource.  Thus 
some  controls  over  use  are  desirable,  although  they  should  be  rigid  only 
to  the  extent  that  is  necessary  to  avoid  wasteful  or  destructive  over- 
use. In  some  cases,  however,  proper  conservation  can  be  accom- 
plished through  imposition  of  user  charges.  Price  controls  have  a 
similar  limited  justification:  they  may  be  necessary  for  perhaps  a 
short  period  of  time  to  shield  people  from  particularly  drastic  cost 
increases.  Yet  such  controls  may  undesirably  restrict  production,  and 
directly  conflict  with  the  need  to  economize  on  the  use  of  scarce  or 
dwindling  commodities.  Therefore  an  important  lon<x-ranp-0  purpose — 
conserving  critical  resources  for  their  most  important  uses — may  be 
sacrificed  merely  in  order  to  soften  or  delay  an  inevitable  occurrence. 
For  certain,  if  price  controls  a7-e  imposed,  their  duration  should  be 
limited  and  subject  to  phasing-out  with  the  use  of  appropriate  taxes 
to  capture  excels  profit^  for  the  public  good. 

Other  rationales  for  regulation  have  much  less  utility.  In  general. 

there  appears  to  be  little  justification  for  regulation  to  prei 

structive"  competition,  control  competitors,  promote  ''key'-  industries, 
insure  service  to  particular  communities  or  groups  through  cross-sub- 
sidies, or  to  preserve  property  "rights."  Except  for  the  last  of  these 
proffered  justifications,  present  regulation  aimed  at  these  goals  often 
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is  either  unnecessary  or  ineffective.  Also  in  most  cases,  it  appears  that 
alternatives  are  both  available  and  preferable.  Thus,  promotion 
of  industries  and  assuring  service  might  be  better  accomplished 
through  direct  subsidy,  which  would  generally  be  simpler  and  cheaper. 
Preservation  of  property  "rights"  or  expectations  created  by  regula- 
tion is  more  an  issue  of  distributive  justice  than  economic  performance 
and  efficiency.  As  with  price  controls,  the  key  questions  are  the  extent 
of  protection  or  compensation  that  should  be  given  and  the  costs 
which  should  be  incurred  to  do  so. 

Moreover,  attempting  to  accomplish  these  goals  by  regulation  neces- 
sarily requires  significant  restraints  on  competition,  which  in  turn 
elevates  prices  and  costs,  and  inhibits  innovation.  Also  vested  interests 
are  typically  created  and  nurtured  in  the  process,  thus  making  it  more 
difficult  to  conduct  meaningful  appraisal  and  institute  what  could  be 
necessary  reform.  Indeed,  that  kind  of  evaluation  is  very  nearly  im- 
possible with  the  justifications  concerning  promotion  and  cross-sub- 
sidy. That  is  so,  because  the  costs  are  indirect,  invisible  and  not  sub- 
ject to  budgetary  review;  and  hence  any  appraisal  is  necessarily 
speculative. 

D.  Hospital  Costs  in  the  Framework  of  Federal  Regulation  :  The 

Criteria  Applied 

This  concluding  section  applies  the  framework  for  regulation,  de- 
veloped in  this  report,  to  hospital  costs,  an  area  presently  not  subject 
to  Federal  controls.  Hospitals  are  now,  of  course,  regulated  under  a 
wide  variety  of  federal  programs,  particularly  Medicare  and  Medicaid, 
as  well  as  state  and  local  certificate  of  need,  accreditation  and  other 
programs.2  But,  with  the  cost  of  per  patient  day  of  hospital  care  in- 
creasing at  an  annual  rate  of  about  15  percent,3  this  "inflation"  is 
considered  by  some  to  be  a  crisis  requiring  both  immediate  action  and 
long-term  solutions.4  Whether  the  Federal  government  should  under- 
take to  remedy  that  situation  through  regulatory  controls  is  the  prin- 
cipal inquiry  of  this  section. 

Without  question,  there  is  substantial  consumer  and  taxpayer  con- 
cern over  this  matter.  In  a  Louis  Harris  poll  released  in  March  1978, 
cost  was  considered  by  respondents  to  be  the  most  serious  problem  with 
nt  health  care  programs,  and  the  single  most  overpriced  item 
identified  was  hospital  services.5  Widespread  public  interest  is  re- 
flected by  a  number  of  current  proposals  pending  in  Congress,  which 
will  be  discussed  later  in  this  section,  to  control  the  rising  hospital 
costs.6 


2  See  Clark  C.  Hnvlcrhurst.  cd..  "Regulating  Health  Facilities  Construction,"  Wash- 
ington :  American  Enterprise  Institute,  1074. 

3  Council  on  Wage  and  Price  Stability,  Staff  Report.  "The  Rapid  Ri^e  of  Hospital 
Costs,"  bv  Martin  Feldstein  and  Amy  Taylor,  Washington,  D.C,  January  1977,  page  il. 
<  Hereinafter  cited  as  "The  Rapid  Rise  of  Hospital  Costs.")  Information  provided  by  the 
Voluntary  Effort,  an  industry  related  group,  indicates  that  expense  per  patient  day 
increased  at  an  average  rate  of  more  than  13  percent  between  March  1977  and  March 
1978. 

*  U.S.  Senate,  Committee  on  Finance,  Subcommittee  on  Health.  Hearings — "Hospital 
Cosl  Containment  and  End-Stage  Renal  Disease  Program,"  October  12,  13,  and  21.  1977, 
page  146.  (Testimony  of  Hon.  Joseph  A.  Callfano,  Jr..  Secretary.  Department  of  Health, 
E du catlo*    ami    Welfare.)     (Hereinafter   cited    as    Hearings — Hospital    Cost    Containment.) 

s  Quoted  in  National  Journal,  June  17.  1878,  p.  978. 

r  These  Include  the  Administration's  proposed  "Hospital  Cost  Containment  Act  of 
1977",  H.R.  B57B.  introduced  Anril  25,  1977:  S.  1891,  the  President's  proposal  as  amended 
by  the  Senate  Committee  on  Human  Resources;  the  "State  Cost  Control  Plan  for  Hos- 
pitals Aet  of  1077",  S.  1878,  and  Senator  Talmarige's  Medicare-Medicaid  Administrative 
Reimbursement  Reform  Act.''  S.  1470.  These  proposals  are  summarized  In  U.S.  Senate, 
Committee  on  Finance,  Subcommittee  on  Health,  "Selected  Hospital  Cost  Containment 
Proposals  :  Major  Provisions,"  Oct.  11,  1977. 
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Those  concerns  appear  justified.  First,  it  is  clear  that  the  costs  are 
large.  Recent  data  indicates  that  in  fiscal  year  11)77.  expenditures  for 
hospital  care  totaled  $65.6  billion.7  Another  year  of  15  percent  inflation 
in  cost  per  patient  day  could  raise  the  expense  by  over  $9.8  billion;  on 
the  other  hand,  reducing  the  rate  to  9  percent — a  figure  sometimes  con- 
sidered by  government  officials  to  be  acceptable  and  attainable — could 
save  almost  $4  billion  annually.  Moreover,  hospitals  provide  what  are 
thought  to  be  essentia]  services,  thus  the  impact  of  such  increases  can 
be  especially  severe.  There  is  a  further  reason  for  government  concern, 
since  much  of  the  cost  is  paid  directly  or  indirectly  by  taxpayers 
through  various  subsidies.  Also  it  appears  that  the  market  for  hospi- 
tals functions  ineffectively  in  several  regards:  consumer  information 
is  sparce  or  inadequate;  the  widespread  use  and  availability  of  insur- 
ance provides  little  incentive  to  consider  costs  and  alternatives;  and  the 
predominance  of  not-for-profit  firms  in  this  field  may  have  an  adverse 
impact  on  efficiency.  Finally,  dramatic  increases  in  hospital  costs  cer- 
tainly are  a  contributing  factor  to  overall  inflationary  pressures. 

A\  nile  much  of  the  adverse  impact  is  apparent,  it  is  not  clear  that 
such  cost  escalation  can  be  justified  on  the  basis  of  the  need  to  provide 
•appropriate  quality  of  medical  care. 

1.  Key  features  of  the  hospital  cost  problem 

The  costs  of  health  care  have  increased  dramatically  in  recent  times. 
In  fiscal  1977,  total  health  care  expenditures  were  $162.6  billion.8  Of 
this  $65.6  billion,  or  40  percent,  went  for  hospital  care. 

The  dramatic  nature  of  the  increase  of  hospital  costs  can  be  illus- 
trated by  comparison  with  other  economic  increases.  For  example  since 
1 965,  while  total  health  care  costs  quadrupled,  hospital  costs  increased 
about  fivefold.  Per  capita  hospital  expenditures  have  risen  at  an  aver- 
age annual  rate  about  2  percent  greater  than  health  care  costs  generally. 
The  general  level  of  consumer  prices  has  risen  125  percent  since  1960, 
while  the  cost  of  a  day  of  hospital  care  has  risen  in  the  same  period 
more  than  1,000  percent.  As  a  result,  between  1950  and  1976,  the  con- 
stant dollar  cost  of  hospital  care  rose  by  a  factor  of  five  while  the  real 
cost  of  hospital  care  has  risen  at  an  average  annual  rate  of  6.2  percent. 
thus  more  than  a  doubling  of  actual  cost  in  the  past  ten  years.  The 
rate  of  increase  of  the  real  cost  of  hospital  care  has  risen  in  recent 
years.9 

What  accounts  for  the  spiraling  costs  of  hospitals?  Wage  and  other 
expenses  have  increased,  but  they  are  only  a  fraction  of  the  overall 
escalation.  For  example,  had  hospital  workers'  earnings  risen  only  as 
fast  as  those  of  private  nonfarm  production  workers,  the  annual  rate 
of  increase  of  hospital  cost  per  patient  day  from  1950  to  1975  would 
have  been  reduced  from  9.9  to  8.8  percent.10  Between  1967  and  T.>77. 
above-average  increases  in  hospital  workers'  earnings  have  been  re- 
sponsible for  only  about  one-fourth  of  the  increase  in  hospital  costs  in 
excess  of  general  price  increases,  and  price  increases  for  materials, 
equipment  and  utilities  also  accounted  for  a  relatively  small  proportion 

7  Robert  M.  Gibson  and  Charles  R.  Fisher,  "National  Health  Expenditures,  Fiscal  Year 
1977."  Social  Security  Bulletin,  July,  1978. 
"  Tbid. 

9  The  Ranid  Rise  of  Hospital  Costs,  op.  cit.,  pp.  1,  9. 

10  Ibid.,  p.  13. 
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of  the  total  cost  escalation.  Thus  neither  wage  nor  price  increases  are  a 
major  factor  here.  Rather  about  three-fourths  of  this  increase  is  due  to 
the  expansion  of  resources  used  for  each  day  of  care  provided.  In  other 
words,  more  equipment  and  possibly  greater  availability  of  service, 
combined  with  perhaps  less  efficient  use  of  what  exists,  account  for 
most  of  the  relatively  excessive  inflation  of  hospital  costs.11 

Conceivably,  this  is  the  result  of  a  situation  where  patients  are  de- 
manding, and  in  response  hospitals  are  supplying,  increasingly  costly 
and  expensive  health  care  services.  But  if  it  was  simply  a  matter  of 
increased  demand  for  which  patients  were  willing  to  pay  the  full  cost, 
there  would  be  little  rationale  for  government  intervention.  Yet  neither 
real  incomes  nor  demographic  characteristics  nor  basic  medical  tech- 
nology appear  to  have  changed  rapidly  enough  for  this  to  be 
plausible.12 

The  true  explanation  appears  to  lie  in  the  peculiar  features  of  the 
health  care  sector,  which  seemingly  interact  to  make  this  inflation  pos- 
sible and  perhaps  inevitable.  Because  of  subsidies  and  insurance,  third 
parties  initially  pay  for  much  of  health  care.  This  means  that  neither 
patients  nor  doctors  are  faced  with  the  full  cost  of  health  care  services. 
Thus,  regardless  of  the  nature  of  available  information,  patients  tend 
to  demand  more  complete  and  more  sophisticated  care  than  they  would 
if  faced  with  the  full  costs  of  treatment.  Third  party  payment  (that  is 
payment  by  insurers  and  government)  has  risen  dramatically  from 
about  29  percent  of  total  health  care  expenditures  in  1950  to  almost  67 
percent  in  1P76.  Put  another  way,  direct  private  payments,  for  health 
care  have  fallen  from  68  percent  in  1950  to  32.5  percent  in  1976.  In  that 
regard,  the  situation  has  been  even  more  marked  for  hospitals.  In  1950, 
almost  50  percent  of  hospital  costs  were  paid  directly  by  consumers. 
By  1975  the  share  had  fallen  to  under  12  percent,  with  private  insur- 
ance and  government  each  paying  about  44  percent.13  And  in  fiscal 
1977  third  party  payers  financed  94  percent  of  hospital  core,  a  much 
larger  proportion  than  for  any  other  category  of  health  expendi- 
tures.14 Deducting  both  government  and  insurance  company  payments 
and  adjusting  for  inflation,  the  net  overall  cost  directly  to  patients  of 
a  day  of  hospital  care  actually  fell  between  1950  and  1974,  and  only 
rose  above  1950  levels  in  1975. 15  This  occurred,  even  though  the  actual 
cost  adjusted  for  inflation  increased  over  four-fold.  Relative  to  aver- 
age weekly  earnings  in  the  private  sector,  the  out-of-pocket  cost  of  a 
day's  care  to  a  patient  covered  by  private  insurance  rose  only  from 
18.9  percent  in  1950  to  about  22  percent  in  1975.16  Overall,  this  pre- 
sents a  remarkable  picture.  As  Profes>or  Martin  Feldstein,  the  lead- 
ing authority  on  hospital  costs,  has  observed : 

Although  the  cost  of  producing  a  day  of  hospital  care  has  increased  very  rapidly 
during  the  past  25  years,  the  real  net  price  to  the  patient  at  the  time  he  goes  to 
the  hospital  has  hardly  changed  at  all.  Even  if  government  spending  is  ignored, 
the  expansion  of  private  Insurance  has  meant  that  the  net  cost  of  privately 
financed  hospital  care  has  not  increased  relative  to  average  weekly  income.17 


11  II, id.,  pp.  13   27. 

'2  ii,  j,  I. 

'■■•  Ibid.,  p.  31. 

1  '''•)  s"ii  .'ii.'  Fisher,  op.  clt. 
'■-  [bid.,  • 
'"  rbld. 
17  Ibid.,  p.  30. 
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Government  payments  have  indeed  risen,  so  the  total  real  patient- 
paid  price  of  hospital  care  has  hardly  increased  since  1950.  Even  in  a 
fully  competitive  market,  this  trend  would  certainly  encourage  much 
increased  demand.  There  is  considerable  evidence  that  consumers,  in 
accord  with  medical  advice,  demand  more  costly  service  when  increased 
insurance  coverage  lowers  the  net  price  of  hospital  service.18  Also  in- 
surance fosters  demand  over  time,  as  doctors  and  patients  develop  new 
attitudes  and  habits.19  But  in  a  competitive  market  with  unrestricted 
supplies  and  even  with  increased  insurance  coverage,  there  would  not 
likely  be  a  continual  increase  in  the  relative  cost  of  care.  Price  might 
increase  temporarily  or  even  for  some  time  until  capacity  adjusted  and 
entry  occurred.  Ultimate  output  "quality55  or  resource  intensity  might 
rise,  but  only  to  an  extent  warranted  by  consumer  demand.  In  a  com- 
petitive industry,  a  number  of  firms  would  respond  to  increased  de- 
mand by  increasing  capacity  and  output  and  ultimately  cutting  prices 
to  some  degree.  In  such  a  market,  it  appears  unlikely  that  in  the  long 
run  the  major  effect  of  widespread  insurance  would  be  increases  in  cost. 

A  number  of  characteristics  of  the  health  care  market  and  the  hospi- 
tal industry  make  other  interpretations  much  more  credible.  Hospitals 
are  typically  nonprofit  organizations  reimbursed  for  their  "reasonable 
costs."  20  As  such,  hospitals  may  pursue  a  variety  of  objectives  such  as 
enhancing  the  prestige  of  the  administrator  and  medical  staff  by  pro- 
ducing high  quality  care  with  the  latest  technologies,  which  serve 
economic  or  other  interests  of  physicians.21  If  price  competition  were 
strong  or  entry  were  easy,  natural  forces  would  compel  hospitals  to 
be  reasonably  efficient.22  But  with  readily  available  insurance,  neither 
patients  nor  doctors  have  an  interest  in  seeking  low  cost  hospital  care.23 
Sparse  patient  information  on  medical  prices  and  alternatives  com- 
pounds the  lack  of  concern  with  cost.24  The  near  absence  of  information 
itself  gives  doctors  and  hospitals  monopoly  power  over  patients.  Yet, 
even  were  hospitals  to  price  competitively,  patients  would  have  little 
economic  motivation  to  shift  to  lower  cost  methods  of  care. 

It  is  widely  believed  that  a  principal  form  of  hospital  competition 
is  for  physicians,25  by  providing  extensive  capital  equipment.  Physi- 
cians do  not  pay  for  use  of  hospital  resources,  and  therefore  have 
incentives  to  demand  excessive  quantities.  Cost  reimbursement,  non- 
profit status  and  the  general  absence  of  price  competition  give  hos- 
pitals both  incentive  and  leeway  to  provide  such  facilities.26  Observed 
excess  capacity  and  redundancy  of  expensive  capital  equipment  are 


18  See  Martin  Feldstein,  "Economic  Studies  of  Health  Insurance,"  in  M.  Intriligator  and 
P.  Kendrirk  Frontiers  in  Quantitative  Economics  II;  "Quality  Chance  and  the  Demand 
for  Hospital  Care."  K.onometriac,  1977.  cited  in  Ibid.,  p.  30. 

•  ''.id. 

-"'  See  Paul  J.  Feldstein  and  John  Goddeeris.  'Tayment  for  Hospital  Services  :  Obieetivps 
and  Alternatives,"  Health  Manpower  Policy  Studies  Group,  p.  5.  School  of  Public  Health. 
University  of  Michigan,  Ann  Arbor,  Michigan,  December  1070  (processed  i.  (Hereafter  cited 
"Payment  for  Hospital  Services.") 

2i  Ibid.,  pp.  6-7. 

-This  raises  questions  of  the  failure  of  firms  and  maintaining  quality  of  care. 

-  •  'The  Ranid  Rise  of  Hospital  Costs."  op.  cit..  page  -"'I;  David  Salkever,  "Competition 
Among  Hospitals,"  paper  presented  at  a  Federal  Trade  Commission  conference.  "Competi- 
tion in  the  Health  Care  Sector:  Past,  Present,  and  Future,"  Washington.  D.C..  June  1-2, 
1077  i processed). 

2*  Council  on  Wage  and  Price  Stability,  "The  Complex  Puzzle  of  Rising  Health  Care 
Costs:  Can  the  Private  Sector  Fit  It  Together?"  Washington,  D.C.,  December  11)70.  here- 
inafter cited  in  rIhe  Complex  Puzzle,  pp.  19   20 

*  "Payment  for  Hospital  Services"  op,  cit.,  pp.  0-7  :  The  Complex  Puzzle,  op.  .it.. 
pp    0-10. 

28  "Payment  for  Hospital  Services."  op.  cit.,  p   0. 
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consistent  with  this  picture  of  the  industry.  For  example,  in  Atlanta 
a  group  of  neurologists  installed  an  expensive  CAT  scanner  across  the 
street  from  a  hospital  which  they  knew  was  about  to  install  one :  from 
that  area  of  1.5  million  persons  there  are  already  17  such  machines, 
yet  it  appears  that  eight  could  serve  a  population  of  over  3  million.27 
In  Orange  County,  California,  hospital  occupancy  rates  have  been  54 
percent,  so  about  40  percent  of  beds  have  been  vacant.28  As  Professor 
Martin  Feldstein  has  concluded,  the  result  of  all  these  factors  is  that : 

(H)ospitals  respond  to  .  .  .  increased  demand  for  expensive  care  by  raising 
their  cost  per  patient  day  and  using  the  extra  revenue  to  provide  a  more  expen- 
sive style  of  care.  This  change  in  the  apparent  quality  of  care  further  increases 
demand  setting  off  another  round  of  price  and  quality  increases.29 

Also  cost  reimbursement  through  public  support  and  private  in- 
surance may  give  "hospital  personnel  too  much  leeAvay  in  determining 
the  social  goals  of  hospital  care,  and  in  determining  the  terms  of  the 
trade-off  between  these  social  goals  and  their  own  more  personal 
ones."  30  This  is  somewhat  analogous  to  the  situation  that  once  pre- 
vailed in  airlines,  where  price  and  entry  regulation  led  the  industry  to 
compete  b}r  increasing  scheduling  frequency  and  service  quality  to  a 
point  beyond  what  consumers  would  have  demanded  had  there  been 
price  competition  among  firms.  With  airlines,  the  result  has  been 
imposition  of  excessively  costly  product  quality,  a  problem  that  can  be 
addressed  by  regulatory  changes. 

In  hospital  care,  the  result  is  similar.  Price  competition  for  hospital 
services  is  unlikely  to  be  strong,  and  neither  doctor  nor  patient  directly 
sustains  the  full  cost  of  care.  However,  all  consumers  and  taxpayer- 
do  pay  for  expensive  care  through  insurance  premiums  and  taxes. 
When  care  is  needed,  consumer  choice  is  affected,  at  best,  by  the  out- 
of-pocket  cost  of  hospital  service.  Because  of  insurance  the  cost  ap- 
pears modest,  thus  prompting  consumption.  In  consequence,  "our 
current  method  of  financing  hospital  care  denies  patients  and  their 
physicians  the  opportunity  to  choose  effectively  between  higher  cost 
hospital  care  and  lower  cost  hospital  care."  31  This  somewhat  over- 
simplifies the  case  for,  as  discussed  above,  the  "problem"  of  hospital 
costs  results  from  the  interaction  of  information  problems,  insurance. 
and  cost  reimbursement.  Further,  the  special  nature  of  health  care  and 
its  inherent  uncertainty  mean  that  consumers  may  be  less  likely  to 
pay  attention  to  cost  here  than  in  other  areas.32  The  strong  demand  for 
comprehensive  health  insurance  coverage  is  consistent  with  this  view. 

Overall,  the  "problem"  is  not  simply  how  to  "contain"  hospital  costs, 
but  how  to  assure  a  suitable  quality  of  medical  care  at  minimum  cost. 
As  knowledge  and  real  incomes  grow,  the  appropriate  quality  and, 
hence,  cost  of  health  care  may  increase.  This  requires  balancing  po- 
tential gains  from  additional  medical  care  against  advantages  from 
use  of  other  resources. 

2.  Federal  -proposals  to  control  hospital  costs 

Spiraling  hospital  costs  have  prompted  a  number  of  legislative  pro- 
posals,   which    would    extend    Federal    regulatory    controls    to   this 

Hearings      Hospital  Cost  Containment,  op.  cit.,  p.  139. 
»Ihid..  p.  157. 

»■  The  Rapid  Rise  of  Hospital  Costs,  op.  cit.,  p.  36. 
to  "Paymenl  for  Hospital  Services,"  op.  cit.,  p.  8. 
«  TheRapid  Kise  of  Hospital  Costs,  op.  cit..  p.  <>7. 

Kenneth    Irrow,  "Uncertainty  and  the  Welfare  Economics  of  Medical  Care."  American 
Economic  Review,  December  1968,  pp.  941-  !»".'!. 
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field.  The  possible  advantages  or  weaknesses  of  those  specific  pro- 
posals are  not  of  immediate  relevance  to  this  discussion.  As  previously 
mentioned,  ours  is  a  threshold  inquiry  whether,  under  the  framework 
for  regulation  developed  in  this  report,  any  Federal  controls  are  justi- 
fied for  hospital  costs.  Thus  the  various  proposed  measures  are  dis- 
cussed generally  and  without  critique  as  possible  remedies  for  the 
problems  that  prompt  serious  public  concern. 

A  major  thrust  of  the  legislation  under  consideration  in  the  95th 
Congress  was  control  of  capital  expenditures.  Capital  spending  is  a 
major  contributor  to  hospital  costs  generally:  the  Congressional 
Budget  Office  has  indicated  that,  without  additional  controls,  such 
expenditures  are  expected  to  total  some  $14  billion  by  1982,  which 
would  be  an  increase  of  about  $6  billion  over  a  four  year  period.  By 
controlling  capital  investments  and  thus  excessive  growth  of  service 
and  service  "quality",  it  is  hoped  admissions  will  decline  and  the  prob- 
lem of  unneeded  hospitalizations  will  thereby  be  addressed.  Finally,  as 
the  President  has  stated  on  various  occasions,  containing  hospital  costs 
is  considered  a  major  part  of  the  Administration's  overall  efforts 
against  inflation.  Secretary  of  HEW  Joseph  E.  Califano  reiterated 
this  commitment  in  July  1978  when  he  declared  that  controlling  such 
costs  "remains  the  No.  1  unfilled  priority  before  the  Congress  in  the 
fight  against  inflation.34 

Controls  on  capital  expenditures  also  are  in  line  with  the  existing 
Federal  approach  to  this  problem.  The  National  Health  Planning  and 
Resources  Development  Act  of  1974  requires  states  to  establish  certif- 
icate of  need  programs  to  review  the  justifications  for  major  new  hos- 
pital investments.  By  July  1977,  according  to  the  Congressional 
Budget  Office,  32  states  had  created  such  programs  although  it  was 
not  clear  how  many  of  those  efforts  were  operating  effectively.35 

President  Carter's  "Hospital  Cost  Containment  Act  of  1977,*''  which 
was  introduced  in  April  1977,  was  the  major  legislative  proposal  in 
this  field  considered  in  the  last  Congress.30  Very  briefly,  the  bill  would 
have  set  ceilings  on  total  in-patient  revenues  for  nonfederal,  shoi i- 
term  hospitals.  As  introduced,  the  allowable  growth  in  total  revenue 
would  be  limited  to  10.6  percent  in  the  first  year  the  act  took  effect, 
but  would  be  reduced  to  under  9  percent  by  1982  The  Administra- 
tion measure,  which  was  viewed  as  a  temporary  effort  to  check  costs, 
would  have  mandated  the  Secretary  of  HEW*  to  present  long-ran^e 
remedies  for  this  problem  by  a  certain  date.37  In  the  18  months  the 
bill  was  before  Congress  a  number  of  modifications  were  considered. 
including  greater  reliance  on  state  efforts  and  the  po^sibilitv 
mandatory  federal  controls  be  imposed  only  after  allowing  a  two-year 
voluntary  effort  by  the  hospital  industry  to  reduce  costs.  In  July 
1978,  the  House  Interstate  and  Foreign  Commerce  Committee  v 
to  amend  the  Administration  bill  to  remove  all  mandatory  control 
and  instead  simply  encourage  the  industry  to  reduce  hospital  costs 

»  Congressional  Budget  Office.  "The  Hospital  Cost  Containment  Act  of  1077  \n 
Analysis  of  the  Administration's  Proposal."  p.  xiii.  printed  for  the  use  of  Committee  on 
Human  Resources,  U.S.  Senate,  95th  Cong.,  1st  sess.  (1977) 

84  Xew  York  Times,  July  19.  1978,  p.  Al. 

35  Lor  cit..  p.  vix. 

»  H.R.  6596,  S.  1391,  95th  Cong.,  1st  sess.  (1977). 

37  Loc  cit. 
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voluntarily  by  2  percent  annually.38  Near  the  end  of  the  session,  a 
significantly  modified  Administration  bill  did  pass  the  Senate,  but 
the  House  adjourned  without  taking  any  action.  Thus  containment 
of  hospital  costs  failed  in  the  95th  Congress.39 

Another  noteworthy  approach  to  this  problem  considered  in  the 
last  Congress  was  the  "Medicare-Medicaid  Administrative  Reim- 
bursement Reform  Act,''  introduced  in  1977  by  Senator  Herman  Tal- 
madge.  That  measure  was  presented  as  a  remedy  for  long  term  struc- 
tural problems  of  rising  hospital  costs.  In  addition  to  cost  control,  the 
bill  would  have  regulated  the  reimbursement  of  hospital -associated 
physicians  and  allowed  Medicare  reimbursement  for  long  term  care 
in  hospitals  at  average  rates  for  such  services  in  particular  areas  of 
the  country.  The  bill  also  would  have  mandated  use  of  HEW-devel- 
oped  relative  value  scales  for  calculations  of  reasonable  charges.  Thus 
the  basic  feature  of  the  Talmadge  bill  was  hospital  payments  on  the 
basis  of  costs  relative  to  those  which  other  facilities  in  the  same  area 
charge.40 

Of  course,  those  are  not  the  only  viable  alternatives  for  Federal 
action  designed  to  control  escalating  hospital  costs.  Indeed,  President 
('niter's  proposed  legislation  expressly  recognized  that- fact  by  man- 
dating that  proposals  for  permanent,  long  term  health  care  solutions 
be  developed  and  presented  within  a  definite  time-frame.  Certainly 
one  available  alternative,  which  has  been  the  system  in  Great  Britain 
now  for  thirty  years,  would  be  "socialized  medicine,"  guaranteeing 
free  medical  care  to  every  citizen.  It  is  not  clear  that  a  nationalized 
system  of  health  care,  modeled  after  the  British  system,  would  either 
be  efficient  and  less  costly  than  what  exists  at  present,  while  providing 
a  necessary  quality  of  health  care.41  Moreover,  in  realistic  terms,  that 
approach  is  not  now  the  subject  of  serious  consideration,  and  there- 
fore whether  that  extensive  degree  of  Federal  intervention  would  be 
appropriate,  in  terms  of  the  framework  presented,  is  not  considered 
in  this  discussion. 

With  this  background,  the  various  criteria  for  regulation  are  now 
applied  to  the  question  of  whether  the  Federal  government  ought  to 
i  ntervene  in  order  to  control  hospital  costs. 

3.  Applying  the  framework 

Many  of  the  justifications  for  Government  intervention,  discussed 
earlier  in  this  report,  are  either  inapplicable  or  irrelevant  to  the  ques- 
tion of  Federal  controls  on  hospital  costs.  For  example,  while  it  is  true 
that  concentration  is  high  in  many  areas  of  the  hospital  industry,42  the 
principal  problem  appears  to  be  the  existing  lack  of  incentives  for  cost 
control,  socially  productive  competition  and  innovation.  Natural 
monopoly,  in  the  sense  of  one  producer  being  necessary  for  minimum 


■••■ New  York  Times.  July  19.  l!»78.  p.  Al  ;  Washington  Post.  July  19,  1978,  p.  Al  :  Wash- 
ing    n  Star,  July  18.  1978,  p.  Al. 

EPor  an  analysis  of  those  events,  Bee  Ward  Sinclair,  "The  Politics  of  Hospital  Costs." 
Washington  Cost.  Nov.  12,  1978,  p.  Al  ;  Nov.  13,  1978.  p.  Al  ;  Nov.  14,  1978,  p.  Al  :  and 
Nov.  IT,.  HITS.  p.  Al. 

«>S.  1470.  95fh  Cong.,  lsl  Bess.  (1977). 

41  Sew  York  Tillies.  July  f>.  197,  l>.  A  1  -I  .  SVc  also  Alan  Maynard.  "The  Containment  of 
TTcalth  Care  Costs  in  the  United  Kingdom."  in  Stuart  O.  Schweitzer,  ed..  "Policies  for  the 
Containment  of  Health  Care  Coats  and  Expenditures"  r.S.  Dept.  of  Health.  Education, 
and  Welfare.  Pub.  So.  (NIH)  7S-1S4.  1970. 

1   Salkever,  opt.  dt.,  pp.  4  5. 
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cost,  is  not  a  justification.  In  hospitals,  unlike  electric  utilities  or  pipe- 
lines, it  is  not  generally  the  case  that  efficient  service  is  best  accom- 
plished by  a  single  producer.  Moreover,  hospital  cost  inflation — the 
principal  problem  of  concern — is  not  a  result  in  any  significant  sense 
of  monopoly  power.  Some  of  the  remaining  justifications,  such  as 
regulation  to  conserve  natural  resources  or  to  promote  favored  indus- 
tries, are  clearly  not  relevant  to  this  discussion. 

However,  we  conclude  that  some  form  of  Federal  intervention  is 
justified  on  two  separate  bases.  First,  major  externalities  exist  in  the 
hospital  industry,  which  contribute  significantly  to  high  costs:  insur- 
ance, which  means  that  neither  doctors  nor  patients  are  faced  with  the 
full,  direct  costs  of  hospital  care;  and  the  fact  that  decisions  on  care 
are  typically  made  by  physicians,  who  are  intermediaries  with  no 
financial  incentive  to  cut  costs.  Indeed,  the  presence  of  insurance  and 
the  medical  profession's  desire  to  provide  complete  treatment,  combine 
to  encourage  greater  expense.  A  second  major  justification  for  a  Fed- 
eral role  is  the  lack  of  adequate  information.  The  absence  of  consumer 
information,  coupled  with  third-party  payment,  encourages  an  atti- 
tude of  indifference  to  hospital  care  costs.  Both  of  those  justifications 
will  now  be  discussed  in  detail. 

If.  Externalities  as  rationales 

Major  externalities  exist  in  the  hospital  industry,  because  insurance 
and  a  wide  variety  of  government  supports  divert  a  large  share  of  the 
total  costs  of  care  away  from  patients  and  physicians.  In  other  words, 
the  full  consequences  do  not  fall  on  those  directly  involved  and,  as  a 
result,  are  not  properly  taken  in  account.  Also  decisions  on  health  care 
are  not  made  by  either  "consumers"  or  "suppliers",  but  instead  by 
"intermediaries"  who,  in  this  case,  are  the  doctors.  At  present  there 
are  incentives  to  encourage  physicians  to  reduce  the  costs  of  care  by 
selecting  the  least-expensive  treatment. 

Government  subsidy,  tax  concessions  and  private  insurance  signifi- 
cantly contribute  to  escalated  costs  and  resource  misallocation  in  the 
hospital  sector.  Regardless  of  the  nature  and  availability  of  informa- 
tion on  medical/hospital  "needs",  patients  will  have  little  financial  in- 
centive to  economize  as  long  as  insurance  rovers  much  of  the  costs  of 
treatment.  At  present,  insurance  coverage  is  quite  complete  and,  even 
excluding  government  payments,  individuals  do  not  pay  a  large  pro- 
portion of  their  hospital  costs.  Physicians  do  not  bear  any  of  the  costs 
of  hospitalization  and  instead  use  hospital  capital  equipment  and  other 
facilities  free  of  charge.  Thus  the  costs  of  hospital  care  are  largely 
external  to  those  making  treatment  decisions.  As  with  the  use  of  en- 
vironmental resources,  absent  regulation  or  other  government  action, 
the  result  is  "excessive"  use,  far  beyond  the  level  individuals  would 
desire  had  they  paid  the  full  cost  of  extra  care. 

Viewed  another  way  insurance  coverage  carries  with  it  the  possi- 
bility of  "moral  hazard";  that  is,  use  increases  because  of  insurance 
itself.  Deductibles  and  cost-sharing  do  provide  some  incentive,  while 
protecting  individuals  from  large  losses,  and  do  lower  the  financial 
externalities  inherent  in  some  insurance  mechanisms.  But  very  steep 
copayment  provisions  could  deter  poor  people  from  seeking  medical 
care.  In  any  event,  for  hospital  en  re,  such  copayment  provisions  are 
generally  quite  modest,  as  the  small  proportion  of  private  payment 
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indicates.  Thus  nearly  complete  insurance  coverages  positively  encour- 
ages many  individuals  to  use  care  which  is  either  unnecessary  or  worth 
substantially  less  than  its  cost.  There  is  also  little  financial  incentive  to 
question  the  choice  of  hospital  on  cost  grounds,  to  urge  doctors  to  limit 
the  length  of  stay,  or  to  request  the  use  of  lower  cost  alternatives.43 

In  part  hospital  insurance  coverage  is  so  complete  because  consum- 
ers desire  protection  from  risk.  But  that  is  by  no  means  the  sole 
explanation.  First  and  probably  most  important,  health  insurance 
enjoys  a  very  large  tax  subsidy  on  the  order  of  $6  billion  a  year,44 
because  employer  contributions  are  deductible  as  business  expenses 
and  not  taxable  as  a  part  of  worker  income.  Thus  a  significant  portion 
of  the  cost  of  health  insurance  coverage  is  borne,  neither  by  workers  nor 
employers,  but  by  the  taxpayer.  And  that  second  financial  externality 
contributes  to  the  rapid  rise  in  hospital  costs  and  potentially  excessive 
use  of  resources  in  the  health  care  sector. 

This  tax  subsidy  tends  to  induce  workers  to  demand  expanded  and 
more  complete  coverage.  Although  some  basic  plans  provide  for  co- 
payment  of  some  sort,  it  appears  that  the  tax  subsidy  makes  feasible 
the  sale  of  ''supplemental  insurance"  to  cover  the  copayment.  With- 
out the  subsidy  the  costs  of  such  insurance  would  apparently  be  so 
high  relative  to  the  actuarial  value  that  little  if  any  would  be  sold.45 
As  a  result,  more  workers  enjoy  "first  dollar"  coverage  of  health  care 
costs  including  hospitalization,  which  obviously  removes  any  direct 
financial  incentive  to  economize  on  use. 

Hospital  and  physician  influenced  or  controlled  Blue  Cross  and  Blue 
Shield  plans  may  also  contribute  to  this  externality.46  Covering  about 
half  of  the  insured  population  the  "Blues"  are  non-profit  firms  prin- 
cipally governed  by  industry  representatives,  who  can  be  benefitted  by 
increased  demand  for  hospital  and  physician  services.47  Largely  due  to 
tax  advantages  and  discounts  from  hospitals  the  "Blues"  have  substan- 
tial market  power  vis-a-vis  other  insurers  which  they  appear  to  exer- 
cise in  part  by  offering  a  relatively  restrictive  selection  of  options.4S 
Large  deductibles,  which  would  directly  shift  costs  to  users,  are  very 
rare  amono-  the  "Blues."  49  For  that  and  other  reasons,  both  appear  to 
provide  substantially  more  complete  insurance  coverage  than  commer- 
cial insurers,50  and  in  states  with  higher  Blue  Cross  markets  shares,  a 
greater  proportion  of  hospital  expenses  are  paid  by  insurance.51  Blue 
Cross  and  Blue  Shield  plans  may  exercise  monopoly  power  by  concen- 
trating on  selling  insurance  more  complete  than  consumers  would  be 
willing  to  pay  for  in  the  absence  of  tax  advantages.  What  results  is 
excessive  insurance,  the  compounding  of  financial  externalities,  less 
public  consciousness  about  expense,  greater  demand  for  hospital  serv- 
ices, and  upward  pressure  on  cost.  This  upward  pressure  on  costs  itself 


Many  Insurance  policies  cover  only  hospital  rare. 
1  The  Rapid  IMse  of  Hospital  Costs,  op.  cit.  p.  ::s. 
Emmetl    C>.   Keeler,   Daniel  T.  Morrow  and  Joseph  P.  Newhouse,  "The  Demand  for  Sup- 
plementary  Health   Insurance,  or  Do  Deductibles  Matter?"  Journal  of  Political  Economy, 
v.  85,  pp.  789-801  (1977). 
•■''  I  hid. 

»  See   IT.    V..   Freeh,   ITT  and   Paul   U.   Ginsburpr,  "Competition  Among  Health   Insurers." 
paper  presented  at  a  conference  sponsored  by  the  FTC,  "Competition  in  the  Health  Care 
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«9  Ibid.,  p.  4. 
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will  increase  the  demand  for  (more  complete)  insurance  and  increase 
upward  pressure  on  costs."'2 

Even  with  no  tax  subsidy  to  insurance,  hospital  care  would  be  heav- 
ily subsidized.  Excluding  tax  subsidies,  fiscal  1975  federal  subsidies  to 
health  care  were  $10.8  billion.  Tax  subsidies  include  those  to  insurance 
and  those  to  nonprofit  hospitals  and  other  health  care  facilities.  This 
means  that  in  1975  direct  subsidies  paid  about  10  percent  of  total  health 
care  costs  and.  of  course,  much  more  for  heavily  subsidized  groups. 
This  itself  creates  a  significant  financial  externality.  The  share  of  hos- 
pital cost  paid  by  government  subsidy  was  44.5  percent  in  1975,  creat- 
ing an  even  more  powerful  financial  externality  and  blunting  of  in- 
centives. 

To  some  extent,  subsidy  to  medical  care  is  inevitable  and  desirable. 
But  the  present  system  of  insurance  and  subsidy  creates  upward  pres- 
sures on  cost,  which  in  turn  increases  the  "need"  for  regulation  to  con- 
tain both  costs  and  subsidy.  This  has  occurred  in  other  fields,  notably 
subsidies  for  airlines  and  airport  construction. 

Therefore,  the  presence  of  very  significant  financial  externalities  in 
the  hospital  field  does  serve  as  a  valid  justification  for  government  in- 
tervention. At  present,  a  large  share  of  hospital  costs  is  not  directly 
sustained  by  the  users  of  those  services  and,  more  important,  there  is 
an  absence  of  incentives  to  encourage  consumers  to  take  account  of 
costs  and  alternatives  in  this  area.  If  anything,  the  present  system  ap- 
pears to  encourage  overuse  and  waste,  which  certainly  leads  to  greater 
inflation.  Government  may  have  a  necessary  role  in  altering  that  situa- 
tion, perhaps  through  the  imposition  of  capital  and  other  expenditure 
limitations  and  ceilings.  Such  action  may  in  the  short  term  restrict  ex- 
penditures, but  will  probably  not  address  the  underlying  causes  of 
spiraling  hospital  costs. 

In  that  regard,  several  other  alternatives  are  available  to  direct 
regulation,  and  should  be  considered  as  a  means  for  assuring  that  users 
take  into  account  the  costs. 

First,  copayment  could  by  law  be  required  for  health  insurance  pol- 
icies and  the  tax  subsidy  to  health  insurance  eliminated,  or  reduced, 
particularly  as  it  might  apply  to  supplemental  insurance.  If  th;s  were 
not  feasible,  special  tax  or  other  encouragement  could  be  given  for  in- 
creased use  of  Health  Maintenance  Organizations,  such  as  Kaiser 
plans,  in  which  physicians  and  other  providers  are  at  risk  for  in- 
creased  costs.53  With  fixed  prepayments  for  defined  services  providers 
are  more  directly  affected  by  increases — or  decreases — in  health  care 
costs.  As  in  Kaiser  plans  and  other  HMO's,  doctors  will  have  financial 
incentive  to  avoid  the  use  of  high  cost  facilities.  Decreased  quality  of 
care  and  underutilization  could  be  a  problem  as  HMO's  sought  high 
profits.  Whether  this  tendency  would  in  the  long  run  be  suitably  offset 
by  professional  ethics  and  competition  for  patients  is  not  definitively 
known.  HMO's  do  appear  effective  in  lowering  health  care  costs  to 
members^  largely  by  reducing  the  frequency  of  hospital  admissions."4 

In  addition  the  market  power  of  the  "Blues"  could  be  reduced  by 
eliminating  certain  tax  and  other  advantages  or,  possibly,  by  rcquir- 


r2  The  Ranirl  TMse  of  Hosnital  Costs,  op.  eit..  p.  38. 
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ing  them  to  offer  a  wider  range  of  policies  of  differing  degrees  of  com- 
pleteness. But,  with  the  present  tax  subsidy  to  health  insurance  this 
may  not  be  effective.  Another  alternative  would  be  to  provide  incen- 
tives, by  allowing  consumers  specific  tax  credits  or  vouchers.  Con- 
sumers would  then  have  direct  incentives  to  economize  on  care.  For 
equity  reasons,  large  credits  or  vouchers  could  be  given  to  lower  in- 
come consumers. 

It  should  be  noted  that  most  of  those  approaches  involve  shifting 
the  financial  burden,  so  that  it  is  assumed  more  directly  by  patients. 
And,  if  that  occurred,  there  would  be  some  impact  on  doctors'  deci- 
sions on  health  care:  patients  would  make  a  greater  effort  to  insure 
that  only  the  least-costly  and  most  necessary  treatment  was  utilized. 
However,  those  alternatives  do  not  provide  incentives  directly  to 
physicians  to  reduce  the  cost  of  hospital  care.  We  believe  that  further 
consideration  of  this  matter  is  required,  in  order  to  develop  ways  in 
which  doctors — who  are  the  prime  decisionmakers  in  this  area — will 
take  greater  account  of  costs  in  prescribing  treatment. 

J.  Imperfect  consumer  information  as  a  rationale 

Lack  of  adequate  information  is  a  major  problem  in  health  care 
costs.  Inadequate  health  care,  whether  or  not  it  involves  hospitaliza- 
tion, can  have  severe  and  irreversible  consequences.  Also  most  people 
are  ill-equipped  to  pre-determine  medical  need.  As  previously  dis- 
cussed, that  inability  coupled  with  potential  consequences  could 
justify  a  wide  range  of  licensing  and  accreditation  regulations  as  well 
as   standard  setting  for  hospital   procedures,  staff  and  equipment. 

A  standards-enforcement  approach  thus  might  be  appropriate.  But, 
depending  on  its  nature,  this  could  be  seen  as  interfering  with  the 
personal  relationship  between  patient  and  physician.  Peer  review 
committees  are  a  potential  compromise,  but  they  may  tend  to  serve 
provider  not  patient  interests.  Malpractice  suits  can  act  as  an  incen- 
th*e,  but  can  also  lead  to  the  practice  of  "defensive  medicine"  rather 
than  effective  treatment.  Enforcing  detailed  standards  on  hospitals 
is  also  likely  to  discourage  innovation,  lead  to  duplication  of  facili- 
ties, and  raise  costs.  Assuring  quality  care,  which  would  be  the  pri- 
mary objective  of  a  standards  approach,  is  not  the  key  problem  :  today, 
doctors  presumably  have  clear  incentives  to  provide  the  best  available 
care  in  most  instances.  Under  an  HMO  type  system  concern  with 
setting  and  enforcing  standards  may  be  of  more  legitimate  concern. 

As  noted  above,  lack  of  consumer  information  coupled  with  third 
party  payment  encourages  an  attitude  of  indifference  to  health  costs. 
Thus  patients  are  more  likely  to  follow  without  question  doctors' 
recommendations.  What  ran  result  is  a  situation  in  which  physicians 
may  be  able  to  ''create  their  own  demand."55  This  in  turn  can  create 
demnnd  for  the  services  of  the  particular  hospitals  at  which  the  physi- 
cian has  staff  pi  i . -i leges;  and  that  demand  may  be  insensitive  to  both 
price  and  quality.  This  implies  a  potential  for  significant  individual 
hospital  monopoly  power  and  resultant  cost  escalation.  Absent  patient 
or  physician  incentives  to  economize,  price  information  is  unlikely  to  be 


■'■'■  Sop   Roberl    G.    Evans,   "Supplier — Induced   Demand:    Some   Empirical   Evidence  and 
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Fork  :  John  Wiley  and  Sons.  1973. 


sought  or  generated.  At  present,  little  or  no  price  information  is  readily 
available  to  patients  from  either  hospitals  or  doctors.  The  demand  for, 
and  thus  the  effect  of  price,  information  could  be  increased  by,  for 
example,  requirements  that  insurance  would  reimburse  only  for  the 
rate  charged  by  the  least  expensive  hospital  of  a  similar  type.  Provid- 
ing quality  information  could  induce  consumers  to  reject  certain 
hospitals,  even  though  recommended  by  physicians. 

Inadequate  in. formation  clearly  contributes  to  an  environment  where 
excessive  hospital  cost  inflation  is  inevitable  without  appropriate 
restraints.  However,  improving  information  through  government- 
imposed  disclosure  requirements,  without  something  more,  would 
probably  have  little  effect  on  increasing  costs.  That  is  so,  because  more 
adequate  information  does  not  address  the  basic  problems  inherent  in 
widespread  use  of  insurance,  and  government  subsidies.  Also  much  of 
the  knowledge  in  this  area  is  relatively  difficult  to  communicate  on  a 
mass  basis.  All  the  same,  information  in  this  field  can  certainly  be 
improved  and  that  alone  justifies  some  form  of  government  interven- 
tion to  achieve  that  objective. 

6.  Conclusion 

We  conclude  that  two  of  the  criteria  developed  in  this  report  as  a 
framework  for  regulation,  do  support  some  form  of  Federal  interven- 
tion to  control  and  contain  hospital  costs.  Federal  action  is  justified  on 
the  basis  of  very  significant  financial  externalities  :  The  full  cost  of  hos- 
pital care  are  not  directly  sustained  by  users;  and  there  is  an  absence 
of  incentives  to  encourage  both  consumers  and  physicians  to  consider 
expense  and  alternatives.  Because  insurance  typically  initially  assumes 
most  of  the  cost,  the  expense  appears  modest  to  patients  and  thus  con- 
sumption is  prompted.  The  result  is  spiralling  costs  for  hospital  care. 
Inadequate,  sparse  or  not  readily  understandable  information  on  costs 
and  options  also  contribute  to  the  problem,  and  suggest  a  second  jus- 
tification  for  Federal  intervention.  At  present,  little  or  no  price  infor- 
mation is  readily  available  to  patients  from  either  doctors  or  hospitals. 
While  that  situation  clearly  contributes  to  excessive  hospital  costs, 
merely  providing  information  without  addressing  the  problems  of 
third-party  payments  will  not  be  a  solution.  Containment  of  hospital 
care  costs,  insuring  a  suitable  quality  of  medical  care  at  minimum  cost, 
would  be  a  more  meaningful  form  of  Federal  intervention. 
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